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Scheduled articles for the June issue 
are “Merit Rating and Tax-Free Trans- 
fers,” by Jess J. Lappner; “Taxing Cor- 
porations as Partnerships,” by James 
W. Devine; and—replete with Section 
722 charts—“The Economic Approach 
to Certain Tax Problems,” by Melvin 


A. Robin. * * * * * * * # * # 


In addition, we expect to be able to 
bring our readers the important papers 
presented at the Third Annual Con- 
ference on Federal Taxation, sponsored 
by the University of Miami, Florida, Editor 
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Acq. and Non-acq. 


Bad Debt Deductions 
Sir: 


In 1927, the Commissioner ruled (in I. T. 
2365, VI-1 CB 69) that “the use of a reserve 
for bad debts is not permissible by a dealer 
in personal property on the installment 
plan who reports profits applicable to in- 
stallment sales in accordance with the 
installment basis of accounting.” The rul- 
ing goes on to state that the amount to be 
deducted as a bad debt is the unrecovered 
cost of the goods sold and this amount 
must be deducted for the year in which 
the default occurred. This ruling has not 
been modified or revoked since it was 
promulgated. 


The only adjudicated case on the issue 
of the deductibility of a bad debts reserve 
by an installment basis taxpayer appears 
to be Wilbur Glenn Voliva [CCH Dec. 
3581], 10 BTA 911 (February 20, 1928). 
In this case, it was stipulated in effect 
that whereas the taxpayer had deducted 
unrealized gross profit from gross income 
in accounting for his sales contracts, there 
had been no adjustment made for un- 
realized gross profit with respect to the 
addition to the reserve for bad debts. 


The opinion of the Board of Tax Appeals 
laid great stress on what it evidently 
considered to be imperfections in the 
stipulation. The opinion states that “the 
computation referred to in the stipulation 
was not set out in the return. . . . we 
still are unable to understand what this 
‘gross profit’ represents. since, so 
far as we know, the total contract price 
was all profit and each payment therefore 
all profit, we hold that the reserve was 
not a proper deduction. regardless 
of what he might be entitled to deduct 
if his* method had been sufficiently proven 
nevertheless, under the evidence, we are 


unable to say that the action of the 
Commissioner was erroneous.” 


And to establish completely that the 
presentation of the taxpayer’s case was 
not sufficiently comprehensive, the Board 
said: “It is not necessary in this case to 
decide and we do not decide whether in 
general an addition to a reserve may ever 
or never be deducted from income reported 
on the basis of installment sales.” 


On appeal the Seventh Circuit Court 
affirmed [1 ustc [448], 36 F. (2d) 212 
{December 10, 1929), stating: ‘Under cer- 
tain circumstances a reserve for bad debts 
may unquestionably be set up. But where, 
as here, the taxpayer is reporting on install- 
ment sales transactions and adopts the 
cash receipts and disbursements method 
as the basis for determining his profits, 
no allowance can be made for a reserve 
to protect the unpaid installment sales. 
The income side of the report did not 
include the unearned portion of leasehold 
sales which appellant sought to offset by 
this $35,000 item. Obviously it would 
be unfair to allow as a deduction an item 
that had not found its way into the income 
sheet. If the amount for which a deduction 
in the way of reserve for bad debts is 
claimed has itself never been included in 
the receipts (and we are here speaking of 
installment sales) it should not be permitted 
as a deduction.” 


The unmistakable inference in these two 
opinions is that the taxpayer erred in con- 
tending for a bad debts reserve addition 
based upon the full amount of the unpaid 
installments without any adjustment for 
the unrealized gross profit element therein, 
but might have prevailed had he made 
such an adjustment. 

The Board of Tax Appeals has con- 
sistently held that taxpayers who report 
on the cash receipts and disbursements 
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basis are nevertheless entitled to the usc 
of the reserve method of deducting for 
bad debts, provided that the reserve is 
against loss of capital only and contains 
no element of profit which has never been 
reported. 


In First National Bank of Omaha [CCH 
Dec. 5590], 17 BTA 1358 (November 8, 
1929), the Board said with respect to this 
cash basis taxpayer: “If the petitioner 
is entitled to deduct from gross income 
under its system of bookkeeping and re- 
porting bad debts charged off, it is entitled 
to . . . the setting up of a reserve for 
bad debts and deducting from income the 
addition made thereto each year.” This 
case was modified on appeal ([2 ustc { 720] 
49 F. (2d) 70), but the quoted finding of the 
Board was not disturbed. 


In Estate of Maurice S. Saltstein [CCH 
Dec. 12,469], 46 BTA 774 (March 27, 1942), 
the Board said: “Section 23(k) of the 
Revenue Act of 1936, which permits the 
deduction of a reserve for bad debts, draws 
no distinction between taxpayers on the 
accrual basis and those on the cash basis. 
Nor has the Commissioner issued any 


regulations denying taxpayers on the cash ~- 


basis the right to use the reserve method.” 
The Board then stated that it saw no rea- 
son for departing from the view (as quoted 
above) expressed in the First National 
Bank of Omaha case. The Commissioner 
published his acquiescence to the Saltstein 
decision (1942-1 CB 14). 


On December 8, 1947, the Bureau issued 
Mim. 6209, which, quoting from the Saltstein 
case, ruled that banks on the cash basis 
could use the reserve method of deducting 
for bad debts and prescribed special rules 
for the proper measure of such a reserve and 
the amounts to be allowed as deductions 
in connection therewith. 


On the same day T. D. 5594 was 
promulgated, granting an extension to 
March 15, 1948, for calendar year 1947 tax- 
payers to apply for permission to change 
to the reserve method of treating bad 
debts. Ordinarily such an _ application 
must be made at least thirty days prior to 
the close of the taxable year for which 
the change is to be effective (Regulations 
111, Section 29.23(k)-1). 


In light of the Internal Revenue Code 
and the cases, there appears to be no 
warrant for the ruling denying the use 
of the bad debts reserve method to install- 
ment basis taxpayers (as enunciated in 
I. T. 2365 issued in 1927). However, 
whereas an accrual basis taxpayer’s bad 


Acq. and Non-acq. 





debts reserve additions would be measured 
in relation to his sales volume and accounts. 
receivable,. an installment basis taxpayer 
after so arriving at his reserve should make 
a special downward adjustment for the 
unrealized gross profit which is inherent 
in the installment basis of accounting. 
Such an adjustment would then state the 
installment basis taxpayer’s bad debts re- 
serve in terms of his capital investment 
(i.e., the unrecovered cost of goods sold) 
and with all element of unreported gross 
profit removed. 


In applying for permission to change 
from the actual charge-off method to the 
reserve method of deducting for bad debts, 
installment basis taxpayers could avail 
themselves of the special extension of time 
granted in T. D. 5594, and make application 
up to March 15, 1948, with respect to returns 
for calendar vear 1947. 


JosEPH M. MERO 
New York Clty 


Renunciation of Intestate Share 
Sir: 


From an examination of the authorities 
in the State of New York, it is not clear 
as to what the tax effects would be where 
a distributee effects a valid renunciation 
of his intestate share, although there 
is authority in a federal tax decision for 
the position that a disclaimer of a legacy 
does not effect a gift from the disclaiming 
legatee to those who then take the rejected 
legacy. 

This is an interesting tax problem and 
the writer would be curious to know if 
any of the other readers have considered 
the situation. 


JoHN J. MARINAN 
Ex_mirA, NEw York 


Misleading Quotation 
Sir: 


Perhaps you may wish to call to the atten- 
tion of your readers an unfortunately mis- 
leading quotation in the article on “Notes 
as Securities Within Section 112 (b) (3),” 
by Tobias Weiss, in the March, 1948, issue 
of TAxEs, page 229. 

According to the author, in Burnham v. 
Commissioner, 86 F. (2d) 776, the court 
stated that “long-term, promissory notes 
are not of sufficient dignity and formality to 
be called securities.” 

This gives exactly the opposite of the 
meaning of the complete statement by the 
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court, which was: “We think it cannot be 
said that long-term, promissory notes are 
not of sufficient dignity and formality to be 
called securities.” 


The actual decision in the case, as stated 
by the author, was that the notes involved 
were “securities.” 


A further suggestion may be of interest. 
The author discusses at length the relation- 
ship between the statutory term “securities” 
and the judicial concept of “continuity of 
interest.” In the opinion of the writer, and in 
accordance with the demonstration given in 
the opinion of the Circuit Court of Appeals 
in the case of Cortland Specialty Company, 
60 F. (2d) 937, the entire and exclusive 
foundation for the judicial requirement 
for a continuity of interest is the legislative 
use of the term “securities,” and the defini- 
tion and scope of that term will properly 
establish the significance and limitations of 
the rule of continuity of interest. 


In other words, there is a sufficient “con- 
tinuity of interest” wherever the “securities” 
involved “created such obligations as to give 
creditors or others some assured participa- 
tion in the properties of the transferee 
corporation.” Conversely, wherever the instru- 
ments give such assured participation in the 
properties, the instruments are “securities.” 

An elaboration of this view will be found 
in the brief filed in the case of Commissioner 
v. Freund, 98 F. (2d) 201 (CCA-3, 1938). 

The later decisions have lost sight of the 
origin and the foundation of the require- 
ment of continuity of interest, 
justifying the author of the cited article in 
stating that these seem to be “two separate 
(although perhaps related) elements re- 
quired in a nontaxable exchange.” 

ARNOLD R, BAAR 
CHICAGO 


Sir: 


Mr. Baar is entirely correct in pointing 
out that the excerpt from Burnham v. Com- 
missioner, appearing in my article in your 
March issue, is incomplete and misleading. 
On receiving a copy of his letter, I examined 
a copy of the manuscript of my article. I 
find that the excerpt appears completely and 
accurately in my manuscript. The omission 
of the words “We think it cannot be said” 


thereby. 


to which Mr. Baar refers occurred after my 
manuscript was submitted to your publica- 
tion, an alteration of which I was unaware 
prior to the printing of my article. [Our 
sincere apologies to Mr. Weiss. The omission 
was a typographical error on our part. Editor.] 


As to the second subject of Mr. Baar’s 
letter, the relation between the statutory 
word “securities” and the concept of “con- 
tinuity of interest,” Mr. Baar and I appear 
to be in disagreement. I place the tax con- 
cept of “continuity of interest” in the same 
general category as the tax concept of “busi- 
ness purpose,” in that I consider both to be 
underlying prerequisites which flow from 
the objective of the statute and the very 
nature of the transaction which is presented 
for tax treatment. It is these and not any 
particular word in the statute which I con- 
sider to be the conceptual source of both 
these doctrines. To equate “securites” with 
“continuity of interest,” as many courts have 
done and as Mr. Baar seems to advocate, 
is in my opinion to attain simplicity at the 
expense of analytical inaccuracy and con- 
fusion. That such confusion and inaccuracy 
may be found in many court opinions may 
be an extenuating circumstance but, in my 
opinion, is no justification. 

TosiAs WEISS 
NEw Yorxk City 


Still More About Footnotes 
Sir: 


The letter from Mr. Johnston of Spring- 
field, Massachusetts, in the April issue re- 
garding the footnotes of my article was not 
only witty and amusing, but very well 
taken. 


Seriously, I do agree fully with his idea 
that footnotes should be printed in larger 
type and should be printed on the same 
page with the reference. In sending you 
the footnotes on a separate sheet I did not 
intend to imply that they were to be printed 
in that manner. 

Paut D. SEGHERS 
New York CIty 


[Publishers prefer to have the footnotes typed 
separately rather than on the page of the text 
to which they refer. Editor.] 


ee 
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Great White Father Say Pay Tax 


The plight of the Navajo has made the 
news recently in Life and in the Chicago 
Tribune. Publicizing their sad state at this 
time is designed, many believe, to show 
a great paradox in the American’s charitable 
nature. When the plate is passed for the 
ERP, he tosses in a sawbuck with a great 
aplomb; but when the American Indian is 
to be the beneficiary, the American citizen 
is busily hunting his place in the hymn book. 


An article in the Minnesota Law Review, 
by Felix S. Cohen, Associate Solicitor and 
Chairman of the Board of Appeals of the 
Department of Agriculture, seeks in a meas- 
ure to justify our original dealings with the 
aboriginal occupants of this country. To 
those who believe that the doctrine “Charity 
begins at home” should be strictly applied, 
Mr. Cohen points out that at least our in- 
tentions toward the Indian have always been 
most honorable. 




















He takes issue with the popular conception 
of the transactions between the early settlers 
of this country and the Indian tribes. He 
holds that they were bargain-and-purchase 
agreements, the Indian tribes transferring 
their title to lands in exchange for what was 
to-them, in that day, a satisfactory considera- 
tion. The purchase of Manhattan Island 
by the colonists for $24 was considered an 
ample price for the land conveyed. 


Our settlers did recognize some kind of 
title vesting in the aboriginal occupants of 
the country—more recognition than many 
another nation has given to the rights of 
the natives who occupied land through acci- 
dent of birth. These nations have tried 
to justify their action of pre-empting the 
land by what is sometimes called the “man- 
agerie doctrine.” This holds that the 
aboriginal occupants have no more right or 
title to the lands than a roaming predatory 
animal has to the forest and prairies of its 
natural habitat. 
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Taxes... 
Tax People... 
Things Taxed... 


According to Mr. Cohen, the biggest real 
estate deal in history was not the purchase of 
the Louisiana territory from Napoleon, but the 
purchase of Indian land from the occupying 


Indian tribes. The purchase price paid for 
this transfer of title he estimates at about 
$800,090,000. What was bought from Napoleon 
was the right to exercise sovereignty over 
the territory claimed by the French gov- 
ernment, while what was brought from the 
Indian was the actual land which he claimed 
through right, tribal custom and heritage. 


- The purchase price was not always paid in 


money of the day. It involved other consid- 
eration such as tax exemption, commodities, 
articles of husbandry and other land which 
was the government’s to sell. The Osages 
probably have come off the best of all tribes; 
they have received $280 million in oil royal- 
ties from their reservation. The Iroquois 
made an agreement by which they were to 
receive $4,500 annually forever, and they 
are still receiving this annuity in commodities 
and farm implements. In all, the govern- 
ment has spent $1.5 billion on Indians 
through the Indian Bureau. 


The Northwest Ordinance, which pre- 
ceded the Constitution by a few years, 
showed the faith the founders of this coun- 
try had in the ideal that men are created 
equal, at least in right to land, by rejecting 
the theory that some have no more right 
than predatory animals while others have a 
right of pre-emption. 

The title of the Indians was recognized 
and protected by the White Fathers’ Su- 
preme Court, which has been called upon 
many times to settle title disputes between 
an Indian owner or one claiming through 
him and another. The High Court has al- 
ways restated the original ideal that the 
Indian had a valid title which was his to 
sell or not to sell. Some of the cases have 
involved owners who took their claims 
through grants from the federal government 
or, in the case of railroads, who took their 
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titles through grants from Congress. Neither 
the government nor Congress could give 
title to what was not its to give in the first 
place. 


Even Mr. Cohen realizes that not all of 
our dealings with the Indian, either as indi- 
viduals or as a government, have conformed 
to the high ideal expressed; history does 
have its black dots of mistreatment of the 
Indian by the white man, or vice versa, with 
the white man usually coming out on top. 


As to the tax exemption of which Mr. 
Cohen speaks, if this was a great part of 
the consideration for the purchases of lands, 
we have been reneging a bit. If you do not 
believe this, you can ask Charles and Flora 
Strom, Quinaielt Indians in the State of 
Washington. They were operating a little 
fishing business on a stream set aside for 
the Quinaielt Indians by a treaty executed in 
1885. Prior to 1922, no attempt was made 
to collect federal income tax from members 
of this tribe. But in that year they were 
asked to file returns, and several of them 
did so. Then the Attorney General ruled 
that the income of the Five Civilized Tribes 
was exempt from income tax, and the ruling 
was applied to the tribe to which Charles 
and Flora belonged. In 1941, the Collector 
decided to make a test of the right to tax 
the income of the Indians from fishing op- 
erations. The court held that a federal 
income tax on the fishing operations was not 
a limitation of the right to fish guaranteed 
by the treaty. 


Other rulings of the Bureau hold that in- 
come earned from commercial operations 
of Indians is taxable. So there goes their 
tax exemption out the window. 


While the Navajos present a special prob- 
lem, let’s not treat them and other Indians 
as skeletons in the government’s closet, to 
be rattled at a time calculated to be the most 
embarrassing. On the other hand, if early 
treaties gave tax exemption, let’s not equivo- 
cate on tax loopholes applied in reverse. 


Wages and Profits in Britain 


By R. H. FRY 


[From England, R. H. Fry, the financial 
editor of the Manchester Guardian, sends 
the following little piece telling of the effort 
of the British Government to meet the 
issue of inflation and expanded production 
—both problems existing in our country 
also. Mr. Fry’s article was written before 
Sir Stafford Cripps presented his budget to 
the House of Commons last week (Time, 
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April 19, 1948, page 32), and deals with 
the ceiling placed on wages to a small ex- 
tent. The Cripps budget contains a shocker, 
according to Time, a tax upon capital which 
is expected to produce $400,000,000. While 
here the condition of excess of government 
revenue over government expenditure has 
meant tax reduction for individual taxpay- 
ers, the British, as Mr. Fry points out, will 
probably use their surplus to pay refunds 
of excess profits taxes and war damage 
insurance. ] 


HE GOVERNMENT of the United 

Kingdom has sailed straight into a gale 
by asking workers not to demand wage 
increases at this time. The courage of this 
blunt talk to the government’s main sup- 
porters has been generally realized. By 
explaining that the country cannot afford to 
pay more except for extra production, the 
government has given employers a strong 
argument against raising wages and salaries. 
As a number of important wage negotia- 
tions are at present under way, the new 
policy will soon be put to the test. Ob- 
viously, the government would not have 
laid down this challenge to its own party 
without powerful reasons. The exhaustion 
of the foreign loans and the steady drain 
on the remaining gold reserve show clearly 
enough that adjustments cannot be much 
longer delayed. The principal need is a 
further reduction in Britain’s consumption 
of goods and services so that a greater part 
of her production can be exported. That 
means painful cuts in supplies which already 
look meager; and it is easy to understand 
why the government has hesitated to impose 
the severe hardships required as long as 
there seemed to be a chance of scraping 
through without them. 


In the last few months there has been 
a great improvement in Britain’s production. 
Good news has been coming in from one 
sector after another. A feeling has spread 
that the worst is over. In fact, one of the 
factors in the postwar situation in Britain, 
the much-discussed reluctance of workers 
to make the same effort as they did before 
the war, has been changing. “Worker 
effort” has improved in almost every in- 
dustry where it was bad—particularly in 
coal mining, where it was worst. The main 
exception now is building, an industry in 
which the human problem is much the same 
in every country. In spite of this improve- 
ment, however, the international situation of 
the country has not been much relieved. 
Sir Stafford Cripps, in driving home the 
points of the government’s appeal on wages, 
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stated that the balance-of-payments situa- 
tion was definitely worse than it was six 
months ago. Prices of foodstuffs and 
primary raw materials have risen further 
against the British—or had until the recent 
setback in United States farm prices—and it 
has become more difficult to sell British 
exports. The sellers’ market of the early 
transition period has ended, and the prices 
of a considerable range of goods begin to 
count again in the struggle for markets. 


Although it is still true that Britain has 
not yet had any substantial difficulty in ex- 
porting goods because they are too dear, 
the first signs of resistance on the part of 
buyers to the prices of certain kinds of 
goods have been noticed. Such resistance 
is an alarm signal for a country so heavily 
dependent on exports, and it seems to have 
been the signal that forced the government’s 
hand. Sir Stafford Cripps, the Chancellor 
of the Exchequer, has been particularly 
fitted to lead this change of policy for two 
reasons. In the first place, as Chief Trade 
Minister, he has been receiving firsthand 
reports of the progress of exports. Sec- 
ond, as he has never been a trade union 


leader, he can speak freely when he sees - 


the need for restraining costs. But even 
Sir Stafford Cripps has taken a considerable 
time to make up his mind that a powerful 
curb must be applied to Britain’s rampant 
inflation. Three months as Chancellor of 
the Exchequer have been sufficient, it seems, 
to bring the realities of the financial situa- 
tion home to him. The government’s state- 
ment of policy on wages and profits clearly 
shows his hand. 


Step by step the orthodox financial con- 
trols against a galloping boom have been 
brought into action. First, the attempt to 
hold the long-term interest rate on govern- 
ment bonds at 2% per cent was given up 
a year ago, but recently the Treasury has 
openly recognized the market level of 
roughly three per cent as the proper rate. 
The cost of Treasury loans to municipalities 
has been raised, and no attempt has been 
made to prevent a further rise in market 
yields to slightly over three per cent. Next, 
the restrictions on new capital expenditure 
by public authorities and private businesses 
are beginning to take effect. Third, since 
the beginning of the year the Treasury has 
been accumulating a huge surplus of cur- 
Tent revenue over expenditure, and it ap- 
pears this will reach £700 million ($2.8 
billion) by March 31, the end of the fiscal 
year. Not all of this is a genuine with- 
drawal of money from the economy of 
Britain; but the surplus is now so large that 
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it covers all capital expenditure “below the 
line,” such as war damage compensation 
and refund of excess profits taxes. 


Official opinion now favors a big, genuine 
budget surplus for the next financial year to 
tighten incomes and credits throughout the 
country’s economy. A new campaign for 
voluntary savings has been set in motion. 
Some further restraints on profits are gen- 
erally expected in business quarters, and this 
is the main reason for the recent fall in 
stock prices. Although the subsidies for 
basic food prices are still being paid, the 
government is sticking to its intention not 
to increase the total amount, and recent 
rises in import prices have been passed on 
to the consumer. Looking at this series of 
defenses against the inroads of inflation, 
even the Economist, which has been fiercely 
critical of the government in the economic 
field, comments that “a pattern of economic 
policy is at last emerging.” 


The next stage is the impact of the new 
policy on wage negotiations. A large num- 
ber of wage claims are outstanding and 
hundreds of thousands of men involved in 
them are being asked by the government, 
with the general support of the union 
leaders, to do without the extra pay now 
in the national interest. This is a tall order, 
and no one in England is under any delu- 
sion about the difficulties ahead. 


Bureaucratic Mistake 


The Farm Journal says that when you re- 
ceive the answer from a government bureau, 
“through administrative inadvertence,” it 
means “I made a mistake.” 


Double Community Property? 


Dalip Singh Bir, a native of India, where 
a guy can legally have two wives if he wants 
them, died intestate recently in California, 
a state which has perennial community 
property—along with sunshine, so some 
say. The court said that as long as the 
man left his two wives in India, the public 
policy of the State of California does not 
object to the polygamous marriage, and 
divided the decedent’s property equally be- 
tween the wives. 


Don’t Underrate the Commissioner 


A recent article in the Saturday Evening 
Post, “What Can We Do About Taxes ?” by 
Vermont Royster, says: “Internal Revenue 
Commissioner George Schoeneman doesn’t 
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try to keep track of all the pertinent laws, 
Treasury Regulations, and court decisions 
on taxes. If he wants to look up an obscure 
point, he relies on a loose-leaf commercial 
service.” Smart man, that Commissioner. 


Pennsylvania Tax Institute 


The Pennsylvania State College, at State 
College, Pennsylvania, announces its Second 
Institute an Taxation. The lectures are de- 
signed principally for a select business group 
of men who have considerable knowledge 
of tax matters, to give them advanced in- 
struction and guidance in business and 
personal tax transactions. 


The Institute begins May 9, and lasts 
through May 13. Many contributors to 
this magazine have been asked to lecture. 
Bachrach, Krekstein and Polisher are a 
few contributors who will handle their spe- 
cialties at the Institute. Registration may 
be made through Charles M. Graff, Assist- 
ant Supervisor, Informal Instruction Divi- 
sion, Central Extension, Pennsylvania State 
College, State College, Pennsylvania. The 
registration charge is $40. 


Smoking Taxes 


In the last few years, the cigarette has 
become quite a prolific producer of revenue 
for the state and federal governments. Last 
year the states collected some $250 million 
from the sale of cigarettes, and the federal 
government received about $1,125,181,521. 


The tax situation now makes it important 
—to the state, at least—where you buy your 
cigarettes. Don’t try to save money by 
ordering your cigarettes by mail from a 
dealer in a state which levies no tax or 
a small one. If you live in Michigan and 
are caught with smokes from such a state, 
it will cost you a $100 fine. If you try to 
bring your own cigarettes into Illinois from 
Indiana, you are likely to be met at the 
border by representatives of the Illinois Tax 
Commission, who will confiscate them. Eleven 
of the states do not tax the sale of ciga- 
rettes. All other states do, and their taxes 


range from a low of one cent per package 
of twenty to six cents. 


Out-of-state buying is more prevalent 
in those states contiguous to a tax-free 
State. 


A bill (H. R. 5645) has been introduced 
in Congress to help the states collect their 
tax on cigarettes bought outside their bor- 
ders by requiring the seller in the tax-free 
state to furnish the tax collector of the 
state of destination of the shipment with 
a copy of his invoice. The tax collector then 
can send the purchaser a bill for the taxes, 
and hope that he pays it. 


The report of the Ways and Means Com- 
mittee states that this practice (of saving 
money by buying the smokes where they 
are cheapest) encourages disrespect for the 
law, aside from the fact that it impairs the 
state revenues. 


Possibly it is not so much disrespect as 
old-fashioned American dislike for high 
taxes and such bureaucratic practices, a trait 
long standing in the American tradition— 
a certain King George learned about it 
the hard way. 


Annie Oakleys 
to the Income Tax Field 


The decision of English v. School District 
in the Pennsylvania Supreme Court decided 
the validity of an act of the 1947 Pennsyl- 
vania Legislature (481 L 1947) whereby cer- 
tain cities and boroughs received the right 
to tax “persons, transactions, occupations, 
privileges, etc.” within their limits. This 
was the pass for cities to sit in the bleachers 
of the income tax field. State Government, 
a publication of the Council of State Gov- 
ernments, says the decision will doubtless be 
of interest in many states where constitu- 
tional and statutory provisions are similar to 
those of Pennsylvania and where legislation 
to increase the taxing power of local gov- 
ernments has been adopted or is pending. 


It also means city income taxes along with 
federal income taxes. 


$$$ — $$ 
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Our Cover 


sig banks have been telling people, 
through advertisements in the newspapers, 
to see their lawyers about their wills because 
of the effects of the new tax law on the 
transfer of estates. Taking a hint from the 
dentists, “See your dentist at least twice a 
year,” one such bank ad advises a second 
visit to your lawyer after the Commissioner 
has issued his regulations under the new 
law. Inthe preparation of these regulations, 
the Legislation and Regulations Division of 
the Chief Counsel’s office will have a major 
role. This division works in close coopera- 
tion on such projects with the Income Tax 
Unit and the Estate and Gift Tax Division 
of the Miscellaneous Unit. 


This is just a part of the bigger job— 
that of running the Chief Counsel’s Office; 
but it is not too big a job for Charles 
Oliphant, the new Chief Counsel. 


Mr. Oliphant is the fifteenth chief legal 
officer of the Bureau since the Solicitor of 
Internal Revenue was given the responsibil- 
ity of all the Bureau’s legal work. 


The office is a service organization to the 
Commissioner and the Secretary. The field 
organization consists of four major groups. 
The Appeals Division, the function of which 
is to represent the Commissioner in the con- 
sideration, disposition and trial of appeals 
filed with the Tax Court, has a large field 
staff represented by a Division Counsel and 
his legal assistants at each of the ten field 
headquarters of the Technical Staff. The 
Penal Division, which since 1945 has decen- 
tralized its work to a considerable degree, 
now has four regional offices, each in charge 
of a Regional Counsel. Within each region, 
there are district offices under the supervi- 
sion of District Counsels. The Alcohol Tax 
Division has a group of field attorneys lo- 
cated in each of the offices of the District 
Supervisors of the Alcohol Tax Unit. 
Finally, to assist and advise collectors on 
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special collection problems, there are eight 
Special Assistants to the Chief Counsel lo- 
cated at strategic cities in the field. 


In Washington, the Chief Counsel has an 
executive staff of four Assistant Chief Coun- 
sels and four Special Assistants.- The operat- 
ing functions of the office are assigned to 
eight principal divisions and the Chief Coun- 
sel’s Committee. Of these operating groups, 
four divisions are concerned chiefly with tax 
matters involving litigation, namely, Ap- 
peals, Civil, Penal and Claims. Four other 


- groups are primarily concerned with the 


legal work in connection with what may be 
described as administrative determinations, 
namely, the Chief Counsel’s Committee, the 
Legislation and Regulations Division, the 
Interpretative Division and the Review Divi- 
sion. The Alcohol Tax Division covers all 
phases of the Alcohol Tax Unit’s legal work, 
including both litigation and administrative 
determinations. 


Charles Oliphant, recently confirmed by 
the Senate as Chief Counsel, brings a wide 
background of actual experience in tax ad- 
ministration to the job. Mr. Oliphant came 
to the Bureau in 1939, starting in the Inter- 
pretative Division, and later transferring to 
the Appeals Division, where he was active 
both in the Washington office and in litiga- 
tion in the field. From 1942 to 1944, he was 
assistant head of the Penal Division. In 
1944, he became Assistant General Counsel 
for the Treasury Department, handling, 
among other things, Bureau of Internal 
Revenue matters. 


Another New Tax Bill 


The Treasury, which wanted no part of 
the Knutson tax reduction bill, had to ad- 
mit, after the bill passed over the Presiden- 
tial veto, “that it looked easy.” So it 
whipped up some tax revision suggestions 
which it had been hinting about for some 
time. These involve a list of forty-nine 
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recommendations for improvement of the 


income, estate and gift tax sections of the 
Code. 


The House Ways and Means Committee, 
feeling expansive, was cooperative and acted 
favorably on thirty-three recommendations 
and unfavorably on seven. 


The new bill, expected about May 10, will 
amend the net operating loss sections to give 
corporations a one-year carry-back and a 
five-year carry-over. 


It has been quite a common practice 
among partnerships, when one of the part- 
ners dies, to pay the estate or the benefi- 
ciaries of the deceased partner a share of the 
earnings of the partnership for a short pe- 
riod of time. The Treasury suggests that 
where this is done, the amounts so paid be 
excluded from income in determining the 
distributive shares of the surviving partners. 


Another estate suggestion, affecting those 
who die subject to the laws of Puerto Rico, 
is that there be a credit for the estate taxes 
paid to the Puerto Rican Government. And 
another suggestion is that there be an ad- 
justment for the estate (not confined to 
Puerto Rican decedents only) with respect 
to income received from installment obliga- 
tions. 

The varying provisions relating to charita- 
ble deductions under the income, estate and 
gift tax sections of the Code are to be placed 
on a comparable basis. 


The Treasury recommends that the pay- 
ments made in support of dependents be 
eliminated from the estate tax provisions of 
the Code. 


Failure to withhold federal income taxes 
will carry a civil penalty to be imposed on 
the recalcitrant employer. This might be 
an answer to Miss Vivian Kellems’ Los 
Angeles speech wherein she said she in- 
tended to stop withholding unless she received 
an appointment as a deputy commissioner. 


The Treasury recommends, and the com- 
mittee approves, a correction of the technical 
error occurring in Section 24 (c) so that 
certain payments may be deductible by the 
corporation where the stockholder-recipient 
reports the payments as income. Also 
recommended and approved is a dividend 
credit where the dividends are received from 
a foreign corporation which draws fifty per 
cent of its income from sources in the United 
States. 


A correction for the dividends of preferred 
stock of public utilities is provided for under 
changes that will not reduce the dividends- 
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paid credit where the dividends on the pre- 
ferred stock did not give rise to the dividend 
credit. 


A new deduction for work clothes is 
okayed. Apparently it is the intention of 
the framers of the bill that the cost of the 
work clothes as well as the mainteriance 
cost be allowed as a deduction in computing 
net income. Work clothes will be defined to 
include only those of special type, adaptable 
to special occupations. 


Another recommendation is that a bad 
debt arising from an obligation in the course 
of the taxpayer’s business be treated as a 
bad debt even though the taxpayer had 
ceased business at the time the debt became 
worthless. 


Several recommended changes with re- 
spect to the statute of limitations have been 
made and adopted by the committee. Under 
Section 874 (estate tax) and Section 1016 
(gift tax) it is contemplated stretching the 
period of limitation to five years. It is pro- 
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TRUMAN VETOES TAX CUT 


Washington, D. C.— President Truman 
places his signature on the message which 
accompanied his veto of the tax bill. The 
signing took place aboard the Presidential 
yacht U. S. S. Williamsburg, Virginia. 
Left to right are Presidential Secretary 
Charles Ross; William J. Hopkins, Execu- 
tive Clerk of the White House; and Presi- 
dent Truman 
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TRUMAN SIGNS GLOBAL AID BILL 
Washington, D. C.—President Truman (seated) signs $6,098,000,000 global aid bill to help 


economic recovery abroad and combat Communism. 


Senate President Arthur a Os goed —— of Treasury John Snyder; 
3 airman o ° 


ex.); Secretary of Interior J. A. Krug; Speaker of 


Representative Charles Eaton (R., 
mittee; Senator Tom Connally (D., T 
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Left to right around the President: 


use Foreign Affairs Com- 


House Joe Martin (R., Mass.); Representative Sol Bloom (D., N. Y.); and Secretary of 
Agriculture Clinton P. Anderson (behind Bloom) 


posed that Section 322 be amended to extend 
the statute where the fiduciary or transferee 
has executed a waiver; and it is requested 
that the Commissioner be given additional 
time in which to file deficiencies in cases 


where the taxpayer has filed claims for re- 
funds. 


Another recommended change in connec- 
tion with the statute of limitations is that 
the additional time for assessment in the 
case of a transferree be limited, for income 
tax purposes, to cases where the transfer 
has taken place prior to the expiration of 
the statute of limitations in the case of the 
transferor. It is also suggested that once 
the value of property has been set and a gift 
tax return filed for it, this valuation may 
not be changed when a subsequent gift is 


made after the statute has run on the prior 
gift. 


Washington Tax Talk 


Following are a few miscellaneous recom- 
mendations that have received the okay of 
the committee for inclusion in the new bill. 


Exemption from Stamp Tax for Loans of 
Bonds.—Loans. of corporate bonds should 
be exempted from the transfer tax imposed 
by Code Section 3481 in the same manner 
as loans of corporate konds are exempted. 


Standard Deduction.—Permission should 
be granted to revoke the election with re- 
spect to the standard deduction at any time 
within the statute of limitations. 


Statistical Reports.—The requirement that 
the Bureau of Internal Revenue report to 
Congress small refunds, and the requirement 
that corporations report to the Bureau 


salaries in excess of $75,000, should be elimi- 
nated. 
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Fifty-two-Week Year.—In appropriate 
cases, subject to the Commissioner’s regula- 
tions, certain taxpayers should be permitted 
to compute their income on the basis of the 
so-called fifty-two-week year. 


Notarization of Returns.—Authority should 
be given the Commissioner, with the ap- 
proval of the Secretary, to eliminate the 
requirement of the oath from all returns. 


Withholding Tax on Nonresident Aliens. 
—The date for the filing of returns under 
Section 143 should be adjusted to conform 
with the date for payment of the tax. 


Compromises.—The requirement of the 
Secretary’s approval of compromises relat- 
ing to cases where tax liability is less than 
$500 should be eliminated, and authority 
should be given the Commissioner to dele- 
gate to his agents the right to compromise 
such cases. 


Delinquent Government Employees. — 
Compensation should be held from federal 
government employees who are delinquent 
in income taxes. 


Distraint on Salaries. — The Collector 
should be permitted to maintain a continuing 
distraint on salaries for the purpose of col- 
lecting delinquent taxes. 


Fiduciary Returns.—A fiduciary having 
custody of the property or the business of a 
corporation should be required to include 


all income of such corporation in the return 
filed by him. 


Tax Court.—The effect of the Dobson case, 
giving a greater degree of finality to deci- 
sions of the Tax Court than to decisions of 
the District Courts, should be eliminated 


. by appropriate legislative action, and the 
Tax Court should be specifically excluded 


from. the provisions of the Administrative 
Procedure Act. [The End] 
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HOUSE PASSES TAX BILL OVER VETO 


Washington, D. C.—By a vote of 311 to eighty-eight, the House passed the income tax 

reduction bill over the President’s veto. Speaker of the House Joseph Martin, Jr. (center), 

congratulates Representative Harold Knutson (R., Minn.), author of the bill (right). At 
left is Representative Robert A. Grant (R., Ind.) 
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New Estate and Gift Taxes 
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By BERT C. BENTLEY . . . OF BENTLEY, BARTOLINE & JONES, CHICAGO 


THE REVENUE ACT OF 1948 REVERSES THE NORMAL 
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ORDER OF LIVING. THE BY-PRODUCTS ARE MORE 


\ E ASKED FOR IT. Now we have 

it—the Revenue Act of 1948, the long- 
awaited tax reduction measure! We wanted 
reduced rates; we wanted the privileges of 
taxpayers in the community property states 
extended to taxpayers in the common-law 
states. These privileges are ours, and along 
with them a whole bunch of headaches. The 
report of the Ways and Means Committee 
was the tip-off, but it still was not ominous. 
The report of the Senate Finance Commit- 
tee published when the bill was introduced 
on the floor of the Senate contained a warn- 
ing that a supplementary report would be 
filed. While the bill was on the desk of 
the President awaiting his action, along 
came the supplementary report; with it 
came not one headache, but many head- 
aches. 

The right conferred upon husbands and 
Wives to split their incomes brought with 
it corresponding provisions relating to estate 
and gift taxes, in an effort to put all tax- 
payers in all states on an equal footing. 
We shall attempt to reduce these highly 
technical new estate and gift tax provisions, 
particularly in relation to their effect in the 
common-law states, to understandable lan- 
guage and to some practical applications, as 
well as to point out the pitfalls to be avoided. 

The 1948 Act (that is how all of us will 
refer to it for many years) reverses the 


Common-Law States 





IMPORTANT THAN THE PRINCIPAL PRODUCTS 





normal order of living and carries first the 
new provisions regarding estates and second 
the new provisions regarding gifts. Because 
it seems more sensible to consider matters 
in their logical order, we shall first discuss 
the new provisions relating to gifts. 


Changes in Gift Taxes 


By way of introduction, we should first 
refer to two words found in the new estate 
tax provisions—“marital deduction”—because 
they appear also in the new gift tax pro- 
visions. A new paragraph (3) has been 
added to Section 1004 (a) of the Code. 
Quoting the exact language of this new para- 
graph would get us nowhere. It begins by 
providing that where a husband or wife 
makes a gift to the other, a deduction of 
one half of the value of the gift will be 
allowed the donor for the purpose of com- * 
puting the amount of net gifts. That sounds 
perfectly simple, and means just what it says 
if the donor makes an outright and complete 
transfer to his spouse without any strings 
attached. However, any attempt by the 
donor to retain for himself, or for any per- 
son other than the donee spouse, a present 
or possible future interest or enjoyment of 
any part of the property given away, des- 
troys the right to the deduction. This 
means that the donor cannot transfer prop- 
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erty to a trust for the benefit of his wife, 
giving her the income during her life with 
the remainder to other persons, and still 
receive the benefit of the deduction. Nor 
can he reserve a power of appointment to 
be exercised by him alone or by him in con- 
junction with any person—even though the 
power cannot be exercised until after a spe- 
cified period has lapsed, after the donee 
spouse has died or after some other spe- 
cified event either occurs or fails to occur— 
and take the benefit of the deduction. 


Exceptions 


An exception permits transfer to the donee 
spouse so that the donee and the donor be- 
come the sole joint tenants or the sole 
tenants by the entirety, with such a transfer 
preserving the right to claim the deduction. 
The reason for this exception is that the 
only interest retained by the donor is the 
possibility of his surviving the donee spouse 
or, if they are tenants by the entirety, the 
possibility of a severance of the tenancy. 
If either of these possibilities materializes, 
it is not considered a retention of interest 
by the donor. 


Another exception is of practical value, 
but must be used cautiously and intelligently. 
The donor may establish a trust for the 
benefit of his spouse and may claim the 
special deduction of one half of the value of 
the assets given by means of the trust, pro- 
vided that the donee spouse is given absolute 
power of appointment of the entire corpus 
of the trust. This power must be exercisable 
in favor of the donee spouse or her estate, 
or either, and there must be no power in 
any other person to appoint any part of 
the corpus to anyone other than the donee 
spouse. If the donee spouse is also given 
power to appoint the corpus in favor of 
others, it makes no difference. Under such 
a trust the income must be payable at least 
annually to the donee spouse, thereby de- 
stroying any possibility of accumulating the 
income. The effect, as well as the purpose, 
of such a power of appointment is to make 
sure that the corpus of the trust is fully 
taxable in the estate of the donee spouse. 
(Under the old law, a trust in favor of a 
spouse—unless the gift was in contemplation 
of death—usually resulted in excluding the 
corpus from taxation in the estate of either 
the donor or the donee.) The value of 
such a trust may be decreased if the spouse, 
by exercising her power, can become the 
individual owner of the trust corpus and 
thus defeat the principal reasons which 
ordinarily motivate the establishment of 


trusts. A reasonably satisfactory result, in 
some cases, could be obtained by giving the 
spouse a power of appointment in favor of 
others effective only at or after her death. 
At this point a question naturally arises: 
Can a spouse establish a trust for the benefit 
of his spouse, giving her the income for 
life with the remainder to others, and, by 
paying the full amount of the gift tax (i.e., 
without the special marital deduction), keep 
the corpus of the trust free from estate 
taxes under either his estate or the estate 
of the donee spouse? The answer must be 
“Yes.” That favorable answer, however, 
can be obtained only by sacrificing, to the 
extent of the value of the trust assets, the 
new marital deduction for estate tax pur- 
poses because the application of that deduction 
is limited to assets which are included in 
determining the value of the decedent’s gross 
estate. If the corpus of such a trust is not 
included in the gross estate of the decedent 
spouse, to that extent, obviously, the marital 
deduction for estate taxes is lost. 


First Pitfall 


Now we run into the first of the pitfalls. 
If the establishment of such a trust is later 
held to have constituted a transfer in con- 
templation of death or a transfer taking 
effect at the time of death, or if sufficient 
control has been retained by the donor to 
make the corpus of the trust includible in 
his gross estate, the special marital deduc- 
tion for estate taxes will be lost because 
of other provisions, as we shall discover 
in our discussion of estate taxes. In estab- 
lishing such a trust, the utmost care must 
be exercised, and there must be a state of 
facts negativing the possibility of the trans- 
fer’s being in contemplation of death. To 
reap the greatest advantage from the trust, 
it might be the recipient of “terminable 
interests” resting in the donor. The 1948 
Act, it must be remembered, is not a re- 
pealing act, except for those sections added 
under the 1942 Act which affected only tax- 
payers in community property states. 


Full Control by Donee 


In order for a donor spouse to be entitled 
to the marital deduction from the value of 
a gift made to his spouse (and we are now 
speaking of outright gifts), the property 
transferred must be apparently under the 
full control of the donee spouse. There must 
not be any possibility of the donor’s retain- 
ing in himself an interest in the property 
by reason of which he or his heirs or assigns 
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might possess or enjoy any part of the 
property after the termination or failure of 
the interest transferred to the donee spouse. 
Nor may the donor spouse retain a power 
to appoint an interest in the property even 
if a retained power of appointment is a 
nontaxable power of appointment; other- 
wise, the interest given to the donee spouse 
is not qualified for the marital deduction. 

Before leaving the subject of gifts from 
one spouse to another, we must call atten- 
tion to a paragraph reading as follows: 

“(C) Where the assets out of which, or 
the proceeds of which, the interest trans- 
ferred to the donee spouse may be satisfied 
include a particular asset or assets with 
respect to which no deduction would be 
allowed if such asset or assets were trans- 
ferred from the donor to such spouse, then 
the value of such interest transferred to such 
spouse shall, for the purpose of subpara- 
graph (A), be reduced by the aggregate 
value of such particular assets.” 

Had we encountered this provision with- 
out having previously read the new section 
regarding estate taxes, we would have been 
at a total loss to determine what assets were 
meant. Remembering dimly a somewhat 
similar provision in the new estate tax sec- 
tions, we did a lot of searching, and finally 
concluded that the quoted provision was 
limited to transfers in trust. It means that 
even where there is a full transfer in trust 
with power of appointment in the donee 
spouse, so that the marital deduction applies, 
if one of the assets transferred was a life 
estate of the donor, the value of that estate 
would be excluded from the gross value of 
all the assets transferred before the applica- 
tion of the marital deduction. 


Congress has tried to close a possible 


loophole by making the following statement 
in the report: 


“If a husband gives the entire interest 
in property to his spouse, and by what is 
in effect a part of the transaction, she gives 
him a power to appoint an interest in such 
property, the marital deduction is not al- 
lowed with respect to the gift by husband.” 


Gifts by Husband and Wife 
to Third Party 


In order to extend community property 
state privileges to taxpayers in common-law 
states, a new subsection was added to Sec- 
tion 1000 of the Code, which provides that 
if both spouses are citizens or residents, or 
either, of the United States, a gift made 
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by one spouse to a third person or persons 
will be considered as having been made one 
half by each spouse. For this provision 
to be effective, certain additional require- 
ments must be met. 


For instance, no power of appointment 
may be given to the spouse not actually 
making the gift. The spouses must be 
married to each other at the time of the 
gift; and if they should be divorced during 
the calendar year in which the gift is made, 
the spouse making the gift loses the benefit 
of the division if he remarries during that 
calendar year. Both spouses must signify 
their consent that this division will apply 
to all gifts made by either of them during 
the calendar year while they are married 
to each other. When this consent has been 
executed, the liability for paying the gift 
tax becomes joint and several; in other 
words, both spouses become fully liable for 
the gift tax. The consent must be given 
before March 15 of the following year. If 
neither spouse files a gift tax return for 
such year, the consent may be given at any 
time until the return is filed unless the 
Commissioner serves a notice of deficiency 


_before the consent is signified, which notice 


may be sent to either spouse. The consent 
so given may be revoked up to March 15 
if it is signified on or before that time; 
but if signified after March 15 (for instance, 
following an extension of time for filing 
returns), that consent cannot be revoked. 


The law does not contemplate that pay- 
ment of the full gift tax liability by one 
spouse results in a gift to the other spouse. 
The provision for joint and several liability 
applies with respect to gifts made between 
the spouses, and with respect to gifts of 
community property and property held in 
other forms of co-ownership. 


Limitations on Gift Tax Credit 


While this amendment appears quite 
simple, it becomes complicated when the 
effect is carried over into the estate and a 
credit for gift tax is claimed. Only when we 
examine the supplementary report on that 
subject do we really find limitations upon 
the credit for gift tax. For instance, where 
each spouse has contributed equal amounts 
and purchased property in joint tenancy and 
thereafter made a gift of the joint tenancy 
property, the gift tax credit to the estate 
of the spouse who is first to die would 
apply only to one half of his contribution 
to the purchase of the property which was 
then given away. 
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Although the language of the amendment 
is not specific, it seems apparent that the gift 
tax liability of each spouse, where this split 
is effective, is computed on the basis of 
the previous separate gifts of each. Thus, 
if the husband had previously made taxable 
gifts totaling $200,000 and the total value of 
the new gifts was $100,000, his gift tax 
would be computed on the bracket between 
$200,000 and $250,000, whereas if the wife 
had made no previous gifts, she could claim 
her specific exemption of $30,000 and the 
annual exclusion of $3,000, and would have 
a taxable gift of only $17,000 value. 

This gift-splitting device likewise applies 
to a gift from one spouse to the other. The 
report states that a gift of the value of 
$10,000 would result in a taxable gift of 
only $2,000 value because one half of the 
value, or $5,000, plus the annual exclusion 
of $3,000, would be deducted. This naturally 
assumes that there is only one gift from 
one spouse to the other. 


Computation of Marital Deduction 


The computation of the marital deduction 
requires some tricky figuring. The general 
rule regarding the marital deduction with 
respect to any gift, is that the deduction 
is determined without regard to the annual 
exclusion ($3,000 under existing law) in 
computing the total amount of gifts to the 
donee spouse. That would produce the 
result illustrated in the immediately pre- 
ceding paragraph. An amendment to Sec- 
tion 1004 (c) of the Code limits the marital 
deduction with respect to gifts to a spouse 
in any calendar year to the amount of such 
gifts included for the purpose of determining 
net gifts. This is demonstrated as follows: 
If the only gift by the donor to his spouse 
in a calendar year is $5,000, and the annual 
exclusion of $3,000 is applied so that the 
amount included in net gifts is $2,000, while 
the marital deduction would be $2,500, it 
is automatically limited to $2,000. On the 
other hand, where a donor made two sepa- 
rate gifts of $4,000 each to his spouse in 
the same calendar year, the two marital 
deductions of $2,000 each total $4,000. How- 
ever, because only one $3,000 anual exclu- 
sion is allowable, the net gift is $5,000. This 
would be the amount subject to gift tax 
if there were no marital deductions. Since 
total marital deductions ($4,000) do not 
exceed $5,000 of net gifts, the marital deduc- 
tions are allowed in full, and the donor 
would pay a gift tax only upon $1,000. 


400 


Changes in Estate Taxes 


The Revenue Act of 1948 makes no change 
in the rates of taxation, but it does add a 
new subsection (lettered (e)) to Section 812 
of the Code, and thereby establishes a new 
deduction—the “marital deduction.” In 
brief, this deduction permits the tax-free 
transfer of one half of the estate of a spouse 
to the other half. This subsection consists 
of four numbered paragraphs, each having 
many subparagraphs. When one starts to 
wend his way through all of these provisions 
and the supplementary report illustrating 
their application, he finds himself entering 
a veritable maze with bypaths running in 
all directions. To change the figure of 
speech, it is actually a situation in which, 
as in a packing house, the by-products are 
more important than the principal products. 
While we shall try to explore these bypaths, 
we make no claim to reach the end of all 
of them or to make a complete exploration. 
We shall try, however, to present a reason- 
ably coherent picture. 


The first subparagraph states that the 
marital deduction is to be an amount equal 
to the value of any interest in property 
which passes or has passed from the de- 
cedent spouse to his surviving spouse, but 
only to the extent that such interest is in- 
cluded in determining the value of the gross 
estate. Skipping past several subparagraphs 
and sub-subparagraphs, we find a provision 
that the aggregate amount of the deductions 
allowed under this paragraph (computed 
without regard to this subparagraph) shall 
not exceed fifty per cent of the value of 
the adjusted gross estate as defined in para- 
graph (2). Immediately we find that the 
general statement of the amount of the 
marital deduction has a limitation, and we 
also find an entirely new concept in the 
application of estate taxes—the term “ad- 
justed gross estate.” We shall return to 
that later. 


Restrictions on Marital Deduction 


The marital deduction is hedged in with 


restrictions. In order to help us fully under- 
stand these restrictions, the supplementary 
report contains several pages of fine print, 
which takes us back to our law school days 
and our study of property and future inter- 
ests—in fact, it takes us right back to Mr. 
Blackstone. 


The first thing we are called upon to con- 
sider is just what is meant by “passing of 
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interest in property.” The law contains a 
definition, which, for your convenience, is 
set forth in full as follows: 


“(3) DEFINITION—For the purpose of this 
subsection an interest in property shall be 
considered as passing from the decedent to 
any person if and only if— 


“(A) such interest is bequeathed or de- 
vised to such person by the decedent; or 


“(B) such interest is inherited by such 
person from the decedent; or 


“(C) such interest is the dower or curtesy 
interest (or statutory interest in lieu there- 
of) of such person as surviving spouse of 
the decedent; or 


“(D) such interest has been transferred 
to such person by the decedent at any time; 
or 


“(E) such interest was, at the time of 
decedent’s death, held by such person and 
the decedent (or by them and any other 
person) in joint ownership with right of 
survivorship; or 

“(F) the decedent had a power (either 
alone or in conjunction with any person) to 
appoint such interest and if he appoints or 
has appointed such interest to such person, 
or if such person takes such interest in 
default upon the release or nonexercise of 
such power; or 

“(G) such interest consists of proceeds of 
insurance upon the life of the decedent re- 
ceivable by such person. 


“Except as provided in subparagraph (F) 
or (G) of paragraph (1), where at the time 
of the decedent’s death it is not possible 
to ascertain the particular person or persons 
to whom an interest in property may pass 
from the decedent, such interest shall, for 
the purposes of clauses (i) and (ii) of sub- 
paragraph (B) of paragraph (1), be con- 
sidered as passing from the decedent to a 
person other than the surviving spouse.” 


From this definition we see that the inter- 
ests which commonly would be considered 
as passing from the decedent are those in- 
terests bequeathed, devised or transferred 
by the decedent or inherited from the de- 
cedent, or the dower or curtesy interest 
(or statutory interest in lieu thereof) of the 
decedent’s surviving spouse. However, it 
includes under a special provision, as an 
interest passing from the decedent, such 
Property as passes upon the exercise of a 
power of appointment if the decedent exer- 
cises the power in his lifetime, or if the 
recipient takes such interest in default or 
upon the release or nonexercise of such 
power. It also includes an interest passing 
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. duction. 


from the decedent to the person entitled to 
receive the insurance upon the life of the 
decedent; and, according to the supple- 
mentary report, this is included regardless 
of whether the decedent has previously as- 
signed the policy or paid the premiums by 
way of gifts. The definition is broad enough 
to cover interests other than those included 
in determining the value of the decedent’s 
gross estate. 


No interest passes to the surviving spouse 
by reason of a claim against the estate or 
any indebtedness in favor of the surviving 
spouse if a deduction for that indebtedness 
is made under Section 812 (b). Also ex- 
cluded are amounts expended in accordance 
with the local law for support of the surviv- 
ing spouse during the settlement of the 
estate. With certain exceptions, a power 
of appointment given to a surviving spouse 
is not considered an interest in property 
passing from the decedent. 

Unless the asset or the interest in the 
property is includible in determining the 
value of the decedent’s gross estate, it is 
ignored for the purpose of the marital de- 
This situation would arise if the 
surviving spouse inherited foreign real estate 
from the decedent or acquired property from 
the decedent as transferred during the de- 
cedent’s life for full and adequate considera- 
tion in money or money’s worth. 


Technicalities 


As used in the new law, the terms “inter- 
est” and “property” have separate and 
distinct meanings. If, for example, the sur- 
viving spouse is specifically devised an 
estate in a farm for her life, the “interest” 
passing to her is the life estate, and the 
“property” in which such interest exists is 
the farm. In the case of a bequest, devise 
or transfer which may be satisfied out of, or 
with proceeds of, any property of the de- 
cedent’s general estate or of a trust, the 
interest is in the property itself. 


Valuation Date 


The value of the interest in property at 
the date of the decedent’s death which 
passes or has passed to the surviving spouse 
controls the amount of the marital deduc- 
tion unless the optional valuation date is 
chosen, that date having been preserved 
under the law substantially in its existing 
form. If, however, under directions in a 
will the executor sells certain assets and 
buys other assets which he turns over to 
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the widow, there could be some difficulty 
in determining the value, particularly if the 
executor chooses an optional valuation date. 


Another Pitfall 


The supplementary report contains a very 
interesting paragraph: 


“If the surviving spouse takes under the 
decedent’s will, the interest passing to her 
is determined from the will. In this con- 
nection proper regard should be given to 
interpretations of the will rendered by a 
court in a bona fide adversary proceeding. 
If as a result of a controversy involving a 
bequest or devise to the surviving spouse, 
such spouse assigns or surrenders an inter- 
est in property pursuant to a compromise 
agreement in settlement of such controversy, 
the amount so assigned or surrendered is 
not deductible as an interest passing to such 
spouse. Moreover, any interest received by 
the surviving spouse under a _ settlement 
which does not reflect her rights under the 
local law does not pass to the surviving 
spouse from the decedent. However, if the 
surviving spouse elects to take her share 
of the decedent’s estate under the local law 
instead of taking an interest under the will, 
the interest she takes under the local law 
is by the definition in Sec. 812 (e) (3) con- 
sidered as passing from the decedent to the 
surviving spouse. The failure of a widow 
to elect to take under the local law is not 
considered to any extent as a purchase by 
her of the interest she takes under the will.” 


This emphasizes the importance of hav- 
ing the findings of a local court set forth 
as clearly as possible, and warns against 
compromise settlements which will have ad- 
verse and unnecessary tax results. So many 
settlements have been reached with utter 
disregard of tax consequences that every 
attorney engaged in a will contest should 
constantly keep this paragraph in mind. 


Disclaimers 


If the surviving spouse disclaims a specific 
bequest so that the property falls into the 
general residue and passes to other persons, 
no marital deduction is permitted with re- 
spect to such property; but if the surviving 
spouse is the residuary legatee, the interest 
which she so disclaimed is considered as 
passing to her from the decedent for the 
purposes of the marital deduction. The dis- 
claimer by another person which results in 
the receipt of the property so disclaimed 
by the surviving spouse does not increase 
the marital deduction; and this rule would 


hold in the event the decedent had improp- 
erly attempted to execute a power of 
appointment, after which event the appointee 
disclaimed any interest under the attempted 
appointment. Where the surviving spouse 
renounces the will and elects to take under 
the state law, no question of disclaimer arises 
since only the interest taken by the surviv- 
ing spouse under the law is considered to 
pass to her from the decedent. 


Interest Passing to Surviving Spouse 


The rules generally applicable to the val- 
uation of interest in property passing to a 
surviving spouse are those used in determin- 
ing the net value of any gift or bequest. 
There must be taken into account the effect 
which the amount of any estate, succession, 
legacy or inheritance tax may have upon the 
net value of any interest in such property. 
This provision is designed to prevent any 
implication that such taxes should not be 
taken into account where the taxes and the 
marital deduction are interdependent. This 
provision is substantially the same as that 
in Section 812 (d), relating to bequests to 
charity. The rule applies where the burden 
of a death tax falls upon the surviving 
spouse or upon the property in which inter- 
est passes to the surviving spouse. 


If a will devises real estate subject to 
a mortgage, the value of the interest passing 
to the surviving spouse does not under 
this section include the mortgage. The same 
is true if property is devised subject to a 
charge on the property. If the surviving 
spouse is the residuary legatee and pays or 
uses estate income to pay claims against 
the estate, the resulting increase in the value 
of the residue is acquired by purchase rather 
than by bequest. Such increased value can- 
not be included in the amount of the marital 
deduction. 


Status 


Whether or not an individual is a surviv- 
ing spouse, is determined at the time of 
the decedent’s death. A legal separation 
which has not terminated the marriage has 
no effect. A transfer by the decedent dur- 
ing his lifetime to an individual whom he 
later marries, and to whom he is married at 
the time of his death, is a transfer by the 
decedent to his surviving spouse. On the 


other hand, a transfer by the decedent to 
a person to whom he is married at the time 
the transfer is made, but to whom he is 
not married at the time of his death, is not 
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an interest passing to the decedent’s sur- 


viving spouse, even though she actually does 


survive. 


Terminable Interest Rule 


After exploring the bypaths covered in 
the preceding comments, we come to the 
second paragraph in the new law, which 
immediately follows the general rule stated 
at the beginning. This paragraph states 
that where the interest conveyed to the 
surviving spouse will terminate either by 
lapse of time or upon the occurrence of an 
event or contingency, or upon the failure 
of an event or contingency to occur, no 
deduction is to be allowed with respect 
to the interest which is passing or has 
passed to the surviving spouse if any person 
other than the surviving spouse may possess 
or enjoy any part of the property after 
the termination or failure of the interest 
so passing to the surviving spouse. 


And as if that were not enough, when- 
ever the deduction is not disallowed under 
those clauses, it is to be disallowed if an 
interest of that character is to be acquired 
for the surviving spouse by his executor, 
or by the trustee of a trust, carrying out 
directions of the decedent. The Congress 
has shown a certain amount of generosity, 
however, by providing that an interest shall 
not be considered as an interest which will 
terminate or fail merely because it is the 
ownership of a bond, note or similar con- 
tractual obligation, the discharge of which 
would not have the effect of an annuity for 
life or for a term. However, if the executor 
is directed to lend the money to a trust and 
acquire its note for the surviving spouse 
with terms providing for the payment of 
principal and interest to the surviving spouse 
in equal installments over a term of years, 
that would not be the kind of note which 
Congress meant. The surviving spouse’s 
interest in bonds or notes must be the com- 
plete interest, and they must not be of such 
a character that their payment by the debtor 
has the effect of an annuity. Under the 
present type of financing so widely in use, 
in which a note secured by a mortgage is 
paid off over a period of several years, with 
each payment representing both principal 
and interest, will such a note be considered 
as equivalent to an annunity? If practically 
all of the decedent’s estate consists of such 
notes, will the marital deduction be disal- 
lowed as to all of them? It will be inter- 
esting to see what answer is found in the 
Regulations when they appear, and then 
perhaps to see the judicial interpretations. 
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As pointed out in our comments regard- 
ing the new gift tax provisions, where a 
will establishes a testamentary trust, there 
are many examples of property that might 
be bequeathed and of various conditions 
that might apply, all of which must be 
carefully examined whenever it is desired 
to preserve the marital deduction. It is 
interesting to note that a devise to one per- 
son for life with the remainder to the sur- 
viving spouse does not create a terminable 
interest passing to the surviving spouse. 
Also, a devise of real estate to the surviving 
spouse and a son as tenants in common does 
not defeat the marital deduction since the 
interest of the surviving spouse is not a 
terminable interest. 


Let’s Be Practical 


While it has always been vitally important 
in planning an estate, establishing a trust 
or executing a will, that practical aspects be 
given thorough consideration, such aspects 
now deserve even more thought. There can 
be no argument against the advisability and 
desirability of reducing taxes in every legal 


‘way, but the average husband who has 


accumulated a taxable estate wants that 
estate to provide the greatest possible degree 
of security for his widow and children. 

The average husband feels that his wife is 
not a good investor, or that she may be 
overgenerous. He is also worried for fear 
that after his death she may be easy prey 
for “gold-brick” salesmen. He wants to 
give her such protection as he can, con- 
sistent with giving her a reasonably adequate 
income and help in emergencies. It is quite 
probable, therefore, that many husbands, 
after carefully weighing the advantages and 
disadvantages, will turn away from the bene- 
fits of the marital deduction and will de- 
liberately arrange their estates so the full 
incidence of the tax will fall upon their 
estates. 

Certain avenues which might result in lower 
taxes should be investigated. Where both 
husband and wife have some property, con- 
sideration should be given to benefits that 
might arise from the establishment of a 
living trust in which both husband and wife 
are grantors. This may lead up a blind 
alley, but it should be an interesting explora- 
tion. Consideration should be given to the 
incorporation of parts, or all, of uncorpo- 
rated businesses, and the transfer of corpo- 
rate shares to spouses and children. Nothing 
in the new estate or new gift tax provisions 
discourages gifts to children, either outright 
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or by way of trust. In fact, such gifts are 
encouraged by the available reductions in 
amounts of gift taxes. 


Further Technicalities 


If the decedent by his will bequeaths a 
remainder interest for which a deduction is 
not allowed, and the surviving: spouse takes 
in accordance with the will, the marital 
deduction is not allowed, even though under 
the local law the interest the survivor could 
have taken against the will was a fee inter- 
est for which a deduction would be allowed. 


If under a bequest a future interest may 
pass to someone other than the surviving 
spouse, but it is not possible at the time of 
the decedent’s death to ascertain the person 
or persons to whom such interest will pass, 
a terminable interest has nevertheless been 
established unless it is one which the sur- 
viving spouse may appoint, with such power 
of appointment exercisable by her alone, or 
for her sole benefit if by another, in all 
events. This provision is similar to the gift 
tax provisions relating to a trust with power 
of appointment in a donee spouse. 


Life Insurance Proceeds 


The marital deduction is allowable in con- 
nection with the proceeds of an insurance 
policy on the life of the decedent if the 
entire proceeds are payable to the surviving 
spouse, and if the value of such proceeds 
are included in determining the value of the 
gross estate. It makes no difference whether 
the proceeds are payable in a lump sum or 
in installments to the surviving spouse, her 
heirs or assigns, for a term, or to the sur- 
viving spouse for her life with no refund or 
with a refund only to her estate. It is im- 
material whether any such mode of payment 
is determined by option exercised by the 
decedent, or by option exercised by the sur- 
viving spouse. The same rule would apply 
to the proceeds of an annuity contract pur- 
chased on his own life by the decedent, if 
the same restrictions applied as to any amounts 
payable after his death. 


Exceptions to Terminable 
Interest Rule 


In order to eliminate confusion which 
might arise under certain common provi- 
sions of wills, a subparagraph provides cer- 
tain exceptions for the purpose of allowing 
the marital deduction in cases in which there 
would otherwise be a terminable interest. 


For instance, when a will provides that all 
the decedent’s property shall pass to his 
spouse if she survives him by three months 
and to a charity if she does not survive him, 
and the spouse in fact does not die before 
the expiration of such period, the marital de- 
duction is allowable. This is so in spite of 
the fact that a contingent interest in the 
property has passed to charity. Provision 
can be made for other beneficiaries to take 
if the spouse fails to survive for six months; 
if she actually does survive, the provision 
is ignored for purposes of the marital de- 
duction. 


There is also a saving clause regarding 
common disasters. When a will names bene- 
ficiaries other than the surviving spouse who 
are to take if the spouse dies as a result of 
a common disaster in which the decedent 
meets his death, or if the spouse fails to 
survive for more than six months, the sav- 
ing clause is applicable. So long as the 
spouse does survive either the disaster or 
the limited period of time and takes under 
the will, no terminable interest is created. 

Also listed as an exception to the ter- 
minable interest rule is a trust in which the 
surviving spouse has a power of appoint- 
ment, provided that the power is of the 
limited type described in our comments on 
gift taxes. It is not necessary for this arti- 
cle to go into further detail regarding a 
trust having power of appointment, but the 
writer recommends careful attention to the 
supplementary report. 


Fifty Per Cent Limitation 


The term “adjusted gross estate” is new. 
Its use is confined solely to the computa- 
tion of the fifty per cent limitation. Briefly, 
the adjusted gross estate is computed by 
subtracting from the entire value of the 
gross estate the aggregate amount of the 
deductions allowed by subsection (b) of 
Section 812 of the Code, with which we are 
generally familiar. The deductions include 
amounts for funeral expenses, administra- 
tion expenses, claims against the estate, etc. 
In a simple case, if the value of the gross 
estate is $100,000 and the aggregate amount 
of deduction allowed under Section 812 (b) 
is $10,000, the limit of the marital deduction 
(Section 812 (e)) is fifty per cent or $90,000. 
These values, of course, are subject to the 
specific exemptions allowed in computing 
the net estate. 


The new sections of the law set up a 
special rule in cases involving community 
property. 
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Property Previously Taxed 


We should all be familiar with the rule 
under prior law that no estate tax would 
be assessed upon the property already sub- 
jected to an estate tax during the preceding 
five years. The amendments made by the 
new law provide that the following property 
shall not, for the purposes of this subsection, 
be considered as property with respect to 
which a reduction may be allowed: 


(1) Property received from a prior dece- 
dent who died after December 31, 1947, and 
who was at the time of death the decedent’s 
spouse. 


(2) Property received by gift, after the 
date of the enactment of the Revenue Act 
of 1948, from a donor who at the time of 
the gift was the decedent’s spouse. 


(3) Property acquired in exchange for 
property described in (1) and (2). 


If after the date of the enactment of the 
Revenue Act of 1948 the decedent received 
a gift considered as having been made one 
half by the donor and one half by the donor’s 
spouse, one half of the gift is to be con- 
sidered as having been received by the 
decedent from each spouse. This provision cre- 
ates a penalty by disallowing the deduction 
of previously taxed property regardless of 
whether a marital deduction was allowed 
under Section 812 (e) in computing the net 
estate of the prior decedent or under Sec- 
tion 1004 (a) (3) in computing the net gifts 
of the donor. 


A further amendment to Section 812 (c) 
provides that the deduction otherwise allow- 
able for property previously taxed, such as 
property received from someone other than 
the decedent spouse, is to be reduced by a 
proportionate part of the amount of the 
marital deduction allowed under Section 812 
(e) in computing the decedent’s net estate. 
It is claimed that this reduction is consistent 
with the reduction under existing law on 
account of the deductions for claims and 
bequests to charity. 


Credit for Gift Tax 


The new law amends Sections 813 (a) (2) 
and 936 (b), relating to the credit against 
the estate tax for certain gift taxes paid 
with respect to property included in deter- 
mining the value of the gross estate of the 
decedent. This amendment is necessary be- 
cause of the marital deduction provisions 
and the splitting of gifts by spouses to third 
parties. The general effect of the amend- 
ment is to reduce the value of the gross 
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estate by the total amounts of the deduc- 
tions allowed under former subsection (d) 
and new subsection (e), relating to marital 
deductions, and to provide the application 
of the ratio under existing law, first, where 
the gift is from one spouse to the other and, 
second, where the decedent was the donor 
of the gift but the gift was considered made 
one half by his spouse. 


Perhaps these provisions can be best illus- 
trated by using figures set forth in the sup- 
plementary report, but arranging them for 
our convenience. Assume that the value of 
adjusted gross estate is $600,000, which in- 
cludes property with a value of $103,000 
transferred to his spouse by the decedent by 
gift in 1949, in contemplation of death, and 
that bequests to the surviving spouse for 
which marital deductions are allowable equal 
$297,000. The aggregate amount of deduc- 
tions permitted as marital deductions is 
$300,000. The $103,000 included in the gross 
estate is the value of the property without 
regard to the marital deduction for gift tax 
purposes. If an annual exclusion was claimed, 
that amount is first reduced by $3,000, and 
the balance of $100,000 is then reduced by 
‘the portion of such amount by which a marital 
deduction is allowed in the estate. The total 
amount allowed is $75,000, determined as 
follows: 


The aggregate marital deductions, without 
regard to the fifty per cent limitation, is 
$400,000. The net amount of marital deduc- 
tions allowed is $300,000, or seventy-five per 
cent of the total. Therefore, only seventy- 
five per cent of the gift, or $75,000, is 
recognized. 

The computation of credit for gift tax is 
made separately for each gift. 


Special Rule 


Illustrating a special rule to be followed 
where a gift has been made by the decedent 
donor and his spouse, the following facts 
are applicable: If each spouse contributed 
$20,000, and both purchased real estate as 
joint tenants and thereafter gave the real 
estate to their son, each is considered as 
having made a gift of $20,000. Each has 
given $10,000 of his half interest and $10,000 
of his spouse’s half interest in the real estate. 
Tf $20,000 is included in the husband’s gross 
estate by reason of the transfer, his estate 
is entitled to credit for the gift tax paid for 
the gift; the $10,000 is considered made by 
him out of half his interest in the real es- 
tate, and half the interest, or $10,000, is 
considered made by his spouse out of the 
other half of the decedent’s interest in the 
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real estate. If, however, no gift tax is paid 
on the gift by the spouse of the decedent, 
the decedent’s estate is entitled to a credit 
only with respect to the gift tax paid on his 
gift of $10,000 out of his half interest in the 
real estate, even though he also pays a gift 
tax on the $10,000 gift considered made by 
him out of his spouse’s half interest. It is 
stated in the supplementary report that the 
effect of this provision is to allow the de- 
cedent’s estate credit upon the average gift 
tax rate as between the spouses on the gift 
of the jointly held property. 

Similar amendments relate to the credit 
against the additional estate tax for gift tax 
paid. All of these amendments are appli- 
cable to estates of decedents dying after the 
date of enactment of the act. They are 
applicable in computing credit against the 
estate tax in the case of the estates of non- 
residents and noncitizens of the United 
States. 


Life Insurance Beneficiaries’ Liability 


Prior law—Section 826 (c)—provided that 
unless the decedent directed otherwise in his 





will, an executor was entitled to recover 
from a beneficiary receiving directly the pro- 
ceeds of the policy of insurance upon the 
life of the decedent, such portion of the 
total tax paid as the proceeds of the policy 
bore to the sum of the net estate, and the 
amount of the exemptions allowed in com- 
puting the net estate under Section 936 (c). 
Amendments provide that if such proceeds 
are received by the surviving spouse of the 
decedent under conditions whereby the mari- 
tal deduction is allowed, the executor can- 
not recover from the surviving spouse any 
proportionate part of the tax except that 
part applicable to the amount of the pro- 
ceeds in excess of the aggregate amount of 
the marital deduction. 


A corresponding limitation is provided by 
an amendment applicable to the property 
received by reason of the exercise, non- 
exercise or release of a power of appoint- 
ment. The language is not identical, and 
reference should be made to the exact lan- 
guage of the amendment to Section 826 (d). 


[The End] 





CONSTITUTIONALITY OF DENVER SALES TAX 


A general contractor is contesting the constitutionality of the 


Denver Retail Sales Tax Ordinance. 


In his complaint, he ques- 


tions the validity of a tax imposed on materials ordered under 
contract prior to the effective date of the ordinance, but delivered 


after that date. 


He also asserts that the tax is discriminatory, 


that it is collected at a rate actually higher than the rate imposed 
by law, and that the City and County of Denver has no authority 


to impose such a tax. 
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By GEORGE T. ALTMAN 


CONGRESS HAS FROZEN INTO LAW THE SUPREME COURT 
DECISIONS WHICH RECOGNIZED FOR TAX PURPOSES THE 
ONE-HALF INTEREST OF THE WIFE IN COMMUNITY PROPERTY. 


N THE estate and gift tax portion of 

the Senate Finance Committee Report on 
the Revenue Bill of 1948, the word which 
appears more often than any other is a name 
without which no law school course in real 
estate is possible. That name is Blackacre. 
The constant reference in the report to 
Blackacre is relieved only by an occasional 
reference to Whiteacre. No contention is 
made here, however, that the act would be 
any clearer if its drafters had forgotten their 
law school vernacular. On the contrary, the 
act cuts fairly clean, considering the diffi- 
culty of the material. It also increases the 
feeding ground for the legal profession. 

In the first place, like a good builder, the 
act clears away old structures and debris. 
As far as the estate and gift taxes are con- 
cerned, the purpose was not to equalize the 
community and non-community property 
states. They were already substantially 
equalized. The purpose was rather to re- 
store to the community property states the 
advantages which they had lost and for 
which they were still sorrowing, and to 
equalize all over again without disturbing 
those advantages. The act therefore repeals 
the community property amendments of 
1942 

Those amendments were enacted October 
21, 1942, as a part of the Revenue Act of 
1942. Under one of them, there was added 
to the estate tax provisions of the Internal 
Revenue Code Section 811 (e) (2). That 
section required inclusion in the gross estate 
of the entire community property instead of 
only the decedent’s so-called one-half in- 
terest. It permitted exclusion of such 


Community Property 


‘property of the surviving spouse.” 


part of the community property as might 
be shown “to have been received as compen- 
sation for personal services actually rendered 
by the surviving spouse or derived originally 
from such compensation or from separate 
On the 
other hand, there was required to be in- 
cluded at least such part of the community 
property as was subject to the decedent’s 
power of disposition. This meant in most 
cases that if the husband died first, the en- 
tire community property was included, and 
that if the wife died first, one half was in- 
cluded. 


Under another of the 1942 amendments, 
there was added to the estate tax provisions 
of the Code Section 811 (d) (5). Under 
that section, an inter-vivos transfer of com- 
munity property was deemed made entirely 
by the decedent except such part thereof as 
might be shown, in the same manner as 
under Section 811 (e) (2), to be attributable 
to compensation or separate property of the 
surviving spouse. Under still another estate 
tax amendment, adding Section 811 (g) (4), 
the same rule was applied to insurance 
premiums paid out of community property. 
In addition, the term “incidents of owner- 
ship” in connection with insurance was made 
to include the husband’s right of manage- 
ment of community property. 


The gift tax was placed on substantially 
the same basis. There was added to the 
Code Section 1000 (d), under which com- 
munity property was deemed the property 
of the husband, except, again, as to property 
attributable to compensation or separate 
property of the wife. Thus, as far as federal 
estate and gift taxes were concerned, the 
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1942 Act wiped out the theory of equal 
ownership of community property by hus- 
band and wife. As to estate taxes, this 
change was made effective with respect to 
estates of decedents dying after the date of 
enactment of the 1942 Act, that is, October 
21, 1942. As to gift taxes, the change was 
made effective with respect to gifts made 
after December 31, 1942. 


Stampede of Conversions 


With a grace period of a little better than 
two months in which to make gifts on the 
old fifty-fifty basis, there followed a stampede 
of conversions of community property into 
separate property with an undivided half 
interest in each spouse. It was feared that 
such a conversion, although not strictly a 
gift if there was really equal ownership in 
community property, would be treated under 
the amendment as a gift of a one-half in- 
terest by the husband to the wife. That 
fear the Regulations soon sustained. In 
most cases also the conversion was to ten- 
ancy in common, instead of joint tenancy, 
for fear that under Section 811 (e) (1) of 
the Code a joint tenancy might be tainted 
with the character of its origin. The Regu- 
lations sustained that fear also.? Not only 
did these conversions take place during the 
grace period from the enactment of the 
1942 Act to the end of that year; many were 
made while the bill was in process lest there 
should be no grace period. Hardly a lawyer 
in the community property states did not 
have a hand in it. 


Now, under the 1948 tax reduction act, 
all of these 1942 amendments were canceled 
out—not retroactively, however. The re- 
peal of the estate tax sections—811 (d) (5), 
811 (e) (2) and 811 (g) (4)—was made ef- 
fective with respect to the estates of dece- 
dents dying after December 31, 1947;* and 
the repeal of the gift tax section—1000 (d) 
—was made effective with respect to gifts 
made after the date of enactment of the re- 
pealing act, April 2, 1948.4. The repeal of 
the estate tax sections contains a saving 
clause with respect to the estates of dece- 
dents dying after December 31, 1947, and 
on or before April 2, 1948. In the case of 
such estates, it is provided, the estate tax 
shall not be greater than it would be if com- 
puted without regard to the repeal.® 


With the 1942 amendments repealed, the 
estate and gift taxes are simply back on the 


1 Regulations 108, Section 86.2(c). 

? Regulations 105, Section 81.22. 

3 Revenue Act of 1948, Section 351(a). 
4 Ibid., Section 371. 

5 Ibid., Section 351(c). 


pre-1942 Act fifty-fifty basis as far as com- 
munity property is concerned. In order to 
equalize as between community and non- 
community property states, the effect of the 
community property split, substantially, is 
extended to separate property by means of 
a “marital deduction.” 


Marital Deduction 
Under Estate Tax Provisions 


The mechanics under the estate tax pro- 
visions are to allow as such deduction the 
value of property includible in the gross 
estate transferred or passing to the surviv- 
ing spouse,® subject, however, to certain 
limitations. Thus, there is not included in 
such property a terminable interest created 
or acquired under the decedent’s will, or 
created by him inter vivos.". The statutory 
provision is not really so simple, but that 
is in general its effect. Again, the deduction 
is limited to fifty per cent of the “adjusted 
gross estate,” * which is the gross estate less 
the Section 812 (b) deductions—expenses, 
losses, indebtedness and taxes.’ Further, to 
avoid allowing the benefit in the case of 
community property, such property is elimi- 
nated in the computation of the adjusted 
gross estate.” 


Obviously, since only half of the com- 
munity property is included in the gross 
estate in the first place, if that half is in- 
cluded in computing the maximum allowable 
for the marital deductions, there would be 
a double benefit to community property. In 
order to equalize that result as between com- 
munity and non-community property states, 
it would be necessary to repeal the estate 
tax altogether. Congress, apparently, is not 
ready for that. 


Avoidance of Double Benefit 


The avoidance of that double benefit is 
accomplished, as already observed, by elimi- 
nating community property in the computa- 
tion of the adjusted gross estate. More 
precisely, the adjusted gross estate other- 
wise computed is reduced by the community 
property included therein less a pro-rata 
portion of the Section 812 (b) deductions. 
As the statute puts it, the following are de- 
ducted from the gross estate: 


6 Internal Revenue Code, as amended, Section 
812(e) (1) (A). 

7 Ibid., Section 812(e)(1)(B). 

8 Ibid., Section 812(e)(1)(H). 

® Ibid., Section 812(e)(2)(A). 

1 Tbid., Section 812(e)(2)(B). 
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1. The amount included therein for com- 
munity property held by the decedent 
at the time of his death. 

2. The amount included therein for inter- 
vivos transfers of community property. 

3. The amount included therein for in- 
surance purchased with premiums paid 
out of community property. 

Gross estate minus 
above deductions 

4, —————————__X Section 812(b) 
Gross estate deductions 


The result is the adjusted gross estate, and 
the marital deduction otherwise computed 
is limited to fifty per cent thereof. Since 
only fifty per cent of community property 
is included in the gross estate in the first 
place, the effect of the above computation is 
to exclude the entire community property 
from the adjusted gross estate, at the same 
time paring down the reduction for expenses, 
losses, and so forth, to an amount propor- 
tionate to the portion of the gross estate 
consisting of separate property. If any 
property passing to the surviving spouse 
consists of the decedent’s interest in com- 
munity property, a marital deduction will 
be allowed with respect to it if otherwise 
allowable, but the base for the fifty per 
cent limitation on the total marital deduc- 
tion will be the separate property only. 

For precision, the statute defines the term 
“community property” for this purpose as 
excluding property which because of its 





Value at conversion date of separate property 


resulting to spouse 





Value at conversion date of separate property 


resulting to decedent 
$20,000 


Therefore, it equals 


x $90,000, or 
$60,000 


$30,000. This amount, it can be seen, is 
attributable to a portion of the original com- 
munity property, one fourth, equal to the por- 
tion of the surviving spouse, which never 
became a part of the decedent’s gross estate. 

The amount of the marital deduction, be- 
fore applying the fifty per cent limitation, 
is based upon the actual net value of the 
property to the surviving spouse. This 
means that there must be deducted any 
obligations to which the property is subject, 
and any obligations imposed upon the sur- 
viving spouse because of the receipt of the 





1A, Silverburg, Executor [CCH Dec. 6293], 20 
BTA 716. 

2 Internal Revenue Code, as amended, Section 
812(e) (2) (C) (i). 


a 


Community Property 


characteristics under local law is not split 
for estate tax purposes. 
community property acquired before July 
29, 1927, would not be treated as community 
property in this connection.” 
hand, the statute includes as community 
property, property which once was com- 
munity property of the includible variety 
but was converted during 1942, the year of 
the conversion stampede, or after April 2, 


Thus, California 


On the other 


1948, the date of enactment of the 1948 tax 
reduction act, to separate property.” If in 
the conversion the decedent acquired more 
than his spouse, the excess is not considered.™ 


For example, suppose that on December 
10, 1942, a husband in California has on hand 
$80,000, accumulated while he was a resident 
there and while he was married, out of fees 
received for personal services. On that date 
he purchases real property for that amount, 
showing title in himself and his wife as ten- 
ants in common, with a three-fourths interest 
in himself and a one-fourth interest in his 
wife. After the close of the year his wife 
files a gift tax return disclosing a gift of 
$20,000 by her to him. On December 5, 
1947, he sells his three-fourths interest for 


. $100,000, reinvesting that sum (less an amount 


set aside for income taxes) in bonds. On 
March 8, 1948, he dies, leaving the bonds to 
his wife. The value of the bonds as included 
in the gross estate is $90,000. The portion 
thereof treated as community property in 
computing the adjusted gross estate is 
$30,000, computed as follows: 


Amount of sepafate 
property resulting to 
decedent included in 
gross estate 





property.“ This means also that there must 
be deducted any taxes, including all or any 
part of the federal estate tax itself, charge- 
able under the will or law against the prop- 
erty included in the marital deduction.” As 
a result, in many cases the marital deduction 
and the federal estate tax, and perhaps also 
state inheritance taxes, will be interde- 
pendent. 


Gift Tax 


The equalization mechanics under the gift 
tax provisions are allowance of a fifty per 
cent marital deduction in the case of gifts 
by one spouse to the other, exclusion of 


13 Ibid., Section 812(e) (2) (C) (ii). 
14 Tbid., Section 812(e) (1) (E) (ii). 
1% Ibid., Section 812(e) (1) (E) (1). 
16 Tbid., Section 1004(a) (3). 





this benefit in the case of community prop- 
erty,” and treatment of gifts to third persons 
as one half by each spouse.” 


Obviously in the case of gifts to third 
persons it is immaterial whether the prop- 
erty is separate or community. If the prop- 
erty is community property so that a gift to 
a third person is considered a gift of one half 
by each spouse without regard to the ex- 
press provision, the effect of the express 
provision is to treat each spouse as the donor 
of half of his interest and half of his spouse’s 
interest. The final result is still one half 
for each spouse. 


With regard to gifts by one spouse to the 
other, the community property which is ex- 
cluded from the benefit of the marital de- 
duction is, of course, only that which is 
considered only one half a gift.* Thus, 
California community property of the pre- 
July 29, 1927, variety would be allowed the 
marital deduction. Also, as in the case of 
the computation of the adjusted gross estate, 
community property converted to separate 
property in 1942 or after April 2, 1948, re- 
mains community property for this purpose.” 
If in the conversion the donor acquired more 
than his spouse, the same treatment applies 
as illustrated above in connection with the 
adjusted gross estate, with the donor sub- 
stituted for the decedent in the computation.” 


Basis of Surviving Spouse 


To assure community property states of 
complete equality with non-community prop- 
erty states, the basis, for income tax pur- 
poses, of the surviving spouse’s one-half 
share of community property, under the 1948 
amendments, is the same as if it were ac- 
quired by bequest or devise from the dece- 
dent. This provision does not apply if at 
least a one-half interest in the community 
property was not includible in the decedent’s 
gross estate, as where the decedent was the 
wife and the community property involved 
was that of Nevada or New Mexico, or 
California community property acquired prior 
to July 29, 1927. With that exception, this 
provision applies in all cases where the death 
of the decedent occurred after December 31, 
1947.* 


Were it not for this provision, the basis of 
the surviving spouse’s one-half interest in 





1 [bid., Section 1004(a)(3)(F). 

18 Tbid., Section 1000(f). 

19 Ibid., Section 1004(a) (3) (F) (il). 

* Ibid., Section 1004(a) (3) (F) (ill). 
21 ITbid., Section 1004(a) (3) (F) (iv). 
23 Tbid., Section 113(a) (5). 

23 Tbid. 


the cases affected would be the same as if 
the decedent were still alive, that is, in most 
instances, cost to the community. Thus, 
under prior law, where a husband died leav- 
ing the entire community property to his 
wife, her basis for half was the value at 
the time of his death (or, if the optional 
valuation date was used for estate tax pur- 
poses, such date), and her basis for the other 
half was cost-to the community. Under the 
new provision, value at the date of the dece- 
dent’s death, or at the optional valuation 
date, as the case may be, applies to the entire 
community property. 

The new provision also applies condi- 
tionally where the decedent died on or be- 
fore December 31, 1947, and after October 
21, 1942, the date of enactment of the 1942 
Act.* During that period the 1942 amend- 
ments were in effect, so that all or part of 
the surviving spouse’s one-half share might 
have been included in the gross estate. If 
any part of it was so included, and an estate 
tax was payable on the estate, the new basis 
rule applies to such part if the effect is a 
reduction in tax. If any refunds resulting 
are otherwise outlawed, a claim may be filed 
as late as April 2, 1949.% Thus, if the dece- 
dent died in 1943 leaving community prop- 
erty which had since its purchase increased 
in value, and in 1944 the widow sold the 
property, including the gain in a return filed 
March 15, 1945, she would have until April 
2, 1949, in which to file claim for any refund 
due her because of the new provision. No 
interest is allowable on such a refund for 
any taxable year beginning before January 
1, 1948.” 


Freezing 
of Community Property Split 


It is to be observed that in the various 
provisions of the 1948 tax reduction act 
Congress accepted and froze into the law 
the Supreme Court decisions which recog- 
nized for tax purposes the one-half interest 
of the wife in community property. As long 
as these provisions are on the books, the 
Supreme Court cannot change its mind with 
regard to the character of the wife’s half 
interest.” [The End] 


involving Texas 





47. T. 3808, 1946-2 CB 58, 
community property. 

23 Internal Revenue Code, as amended, Section 
113(a) (5). 

2 Revenue Act of 1948, Section 366(b). 

2 Ibid. 

% Helvering v. Griffiths [43-1 ustc ¥ 9319], 318 
U. S. 371, involving tn the same manner Code 
Section 115(f) (1). 
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View Estate and Gift Tres 


How they affect LIFE INSURANCE 


By SAMUEL J. FOOSANER and MARTIN M. LORE 


MR. FOOSANER TESTIFIED BEFORE THE SENATE FINANCE 
COMMITTEE IN RESPECT TO H. R. 4790. HE WAS REQUESTED 
BY SENATOR MILLIKIN TO CONFER WITH MR. STAM, CHIEF 
OF STAFF, JOINT COMMITTEE ON INTERNAL REVENUE 


TAXATION. 


T IS somewhat anomalous, after the beat- 

ing that “the niceties of the art of con- 
veyancing” * have taken over the past twenty 
years, to be confronted with a revenue act 
which reincarnates the rule in Shelley’s case 
from the limbo of the law of future inter- 
ests. For the allowability of the new estate 


tax deduction to depend upon whether the . 


state law has adopted the rule in Shelley's 
case, is indeed a reversal of trend. 


It is not surprising, however, that such 
inconsistencies should exist when it is real- 
ized that the Revenue Act of 1948 seeks 
to establish tax uniformity under two sys- 
tems of law as diverse as the community 
property and common-law systems. Essen- 





1The following is quoted from Mr. Justice 
Sutherland’s opinion in Klein v. U. 8. [2 ustc 
{ 706], 283 U. S. 231 (1931): 

“It is said that we must consider the deed 
as a whole; that since there is nothing in the 
granting clause to indicate the nature of the 
estate granted we must go to the habendum to 
determine that question; that the habendum 
consists of two clauses, one conveying a life 
estate, and the other the fee; and that the 
greater estate or fee naturally swallows up the 
lesser or life estate when created by the same 
instrument. The principle invoked, however, 
does not help the petitioners, for certainly here 
the estates were not merged during the life of 
the grantor; and the deed evinces the clear 
intention of the grantor that they should not be. 
Nothing is to be gained by multiplying words 
in respect of the various niceties of the art of 
conveyancing or the law of contingent and vested 
remainders, It is perfectly plain that the death 
of the grantor was the indispensable and in- 
tended event which brought the larger estate 
into being for the grantee and effected its trans- 
mission from the dead to the living, thus satis- 
fying the terms of the taxing act and justifying 
the tax imposed. Compare Tyler v. United 
States [2 ustc 532], 281 U. S. 497.’’ (Italics 
supplied.) 

* See Senate Finance Committee Report, H. R. 
4750. p. 63. 


Life Insurance 





tially, the act revitalizes the community 
property system of property holding for 
estate and gift tax purposes. It attempts 
to give citizens of community property 
states, by virtue of their local law, the bene- 
fits which the 1948 Revenue Act bestows, 
via the marital deduction, upon citizens of 
common-law states. This is a huge under- 
taking. It is not a case of merely allowing 
another deduction or exemption. It is a 
radical departure from previous basis—a 
fundamental revision of the tax structure. 
It has produced sections as complicated and 


ramified as any ever enacted in the tax 
field. 


Re-examination of Wills and Trusts 


Wills and trusts will have to be re-ex- 
amined, of course, in the light of the new 
act. In many cases, however, installment 
payments of insurance proceeds form an 
integral part of the insured’s estate plan. 
There are in existence today approximately 
191 million policies aggregating a face value 
of $190 billion. Hundreds of thousands of 
policies will be affected by the new provi- 
sions. These insurance policies must now 
be surveyed and revised wherever possible 
in order to effectuate desired objectives with- 
out foregoing the benefits obtainable under 
the 1948 Revenue Act. 

The marital deduction under the estate 
tax provisions of the new law is for an 
“amount equal to the value of any interest 
in property which passes or has passed from 
the decedent to his surviving spouse, but 
only to the extent that such interest is in- 
cluded in determining the value of the gross 
estate,” * not exceeding, however, fifty per 





3 Code Section 812(e) (1) (A). 
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cent of the “adjusted gross estate” as defined 
in the act... The definition of “an interest 
in property ... passing from the decedent 
to any person” specifically includes “pro- 
ceeds of insurance upon the life of the de- 
cedent receivable by such person.” ° 


Assume that H died and his wife, W, was 
the beneficiary named in a policy of insur- 
ance on which H had paid the premiums, 
or in which he had retained incidents of 
ownership at his death, so that the proceeds 
were includible in his gross estate. The 
simple case of proceeds payable to W in 
one lump sum would seem without ques- 
tion to qualify for the marital deduction. 
But is the result the same if the proceeds 
are payable in installments? If the proceeds 
are left with the company at interest? If 
contingent beneficiaries are named? If the 
election of an option or mode of installment 
payment is left to the surviving spouse? If 
the insured selected a particular option dur- 
ing his lifetime? 


Exception of Terminal Interests 


Looking at the pattern of the statute, we 
see that a general exception to the marital 
deduction is made in the case of terminable 
interests if someone other than the surviv- 
ing spouse is given an interest to be enjoyed 
after the termination of the surviving spouse’s 
interest.*° In other words, the marital deduc- 
tion is disallowed with respect to the entire 
interest if any part of it would, to put it 
generally, escape taxation in the surviving 
spouse’s estate. For example, under the 
general exception applied to insurance, if the 
proceeds were to be paid in installments 
to W for her life, and thereafter to H’s two 
sons in equal shares, the marital deduction 
would be denied. 





4 Code Section 812(e)(1)(H). 
5 Code Section 812(e)(3)(G). 
® Code Section 812(e)(1)(B). 
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The statute provides, however, two excep- 
tions to the general exception above men- 
tioned. The first is to be found in Section 
812(e) (1) (F) of the Internal Revenue 
Code, relating to certain trusts for the sur- 
viving spouse, and in Section 812(e) (1) 
(G),’ dealing with life insurance. 

This latter section provides that even 
though persons other than the surviving 
spouse may receive an interest in the pro- 
ceeds after the termination of the surviving 
spouse’s interest, the entire proceeds are 
regarded as passing to the surviving spouse 
if the provisions of that section are met. 
What are the requirements of that section? 


Section 812(e)(1G) Requirements 


Paraphrasing it, we may say that: 
1. The proceeds must be receivable in 
annual or more frequent installments. 


2. The installments must commence with- 
in one year after the death of the insured. 





7 This section reads as follows: 

‘““(G) Life Insurance with Power of Appoint- 
ment in Surviving Spouse.—In the case of pro- 
ceeds of insurance upon the life of the decedent 
receivable in annual or more frequent install- 
ments commencing within one year after the 
decedent’s death, if under the terms of the 
policy all amounts payable during the life of 
the surviving spouse are payable only to such 
spouse, and if such spouse has the power to 
appoint all amounts payable after such spouse’s 
death (exercisable in favor of the estate of such 
spouse, whether or not the power is exercisable 
in favor of others)— 

‘*(i) such proceeds shall, for the purposes of 
subparagraph (A), be considered as passing to 
the surviving spouse, and 

‘“*(ii) no part of such proceeds shall, for the 
purposes of subparagraph (B)(i), be considered 
as passing to any person other than the surviv- 
ing spouse. 

“This subparagraph shall be applicable only 
if, under the terms of the policy, such power 
in the surviving spouse to appoint, whether 
exercisable by will or during life, is exercisable 
by such spouse alone and in all events.”’ 


MAR- 
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3. All amounts payable during the surviv- 
ing spouse’s lifetime must be payable only 
to such surviving spouse. 


4. Such surviving spouse must have the 
power to appoint in favor of his or her estate 
any installments payable after his or her 
death. 


5. The power of appointment must be ex- 
ercisable in favor of the estate of the surviv- 
ing spouse, whether or not it is exercisable 
in favor of others. 


6. The terms of the policy must provide 
that the power of appointment in the sur- 
viving spouse is exercisable by such spouse 
alone and in all events. 


If a man wants part of the proceeds of 
his insurance payable to his widow and part 
to his children, he must divide the insurance 
between the wife and the children in order 
for the maximum marital deduction within 
the purview of his objectives. For example, 
if he has $100,000 of insurance, he may make 
the proceeds of $50,000 of insurance payable 
to his children in any manner he sees fit. 
The remaining $50,000 of insurance he may 
make payable in installments to his wife, 


in accordance with all of the requirements _ 


of Section 812(e) (1) (G), and thus obtain 
a marital deduction to this extent. 


The power of appointment may be exer- 
cisable either by will or during life. But in 
either event, the only payments affected are 
those payable after the death of the surviv- 
ing spouse. When it is considered that the 
over-all purpose of the marital deduction 
provision was the equalization of tax treat- 
ment as between citizens of non-community * 
and community states, it can be seen that 
the citizens of non-community states are 
favored to the extent of the control which 
the decedent has as to the disposition, after 
his death, of property which in effect is not 
taxed in his estate. In a community prop- 
erty state, a decedent, of course, has no 
power of disposition over the surviving 
spouse’s half of community property. 


Proceeds Left at Interest 


It seems quite clear that “proceeds left at 
interest” with the widow, for example, such 
interest being received during her lifetime 
and the proceeds being distributed to others 
at her death, would not be eligible for the 
marital deduction. Assume, however, that 
the surviving spouse, in addition to receiv- 
ing the interest during life, was entitled to 


’ See Senate Finance Committee Report, H. R. 
4790. p. 33. 
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have the proceeds paid to her estate upon 
her death. Her interest would, of course, 
have a lesser value than if the proceeds were 
immediately subject to her disposal. But 
would the interest qualify for the marital 
deduction under 812 (e) (1) (A)? Would 
it come within the language “passes .. . 
from the decedent to his surviving spouse”? 
Or assume that she has the right to receive 
the proceeds in a lump sum upon death of 
the insured, but elects instead to leave the 
proceeds at interest. It would seem, in any 
case where the surviving spouse has the 
right to the entire proceeds upon the death 
of the insured, that the marital deduction 
should be allowed with respect to such pro- 
ceeds, irrespective of what option the surviv- 
ing spouse herself may elect. 


Contribution by Beneficiaries 


If a specific provision in the will frees 
the beneficiary from any liability for estate 
taxes, this provision, of course, controls. In 
the absence of such a provision, however, 
the executors normally may collect from the 
life insurance beneficiary a proportionate 
part of the estate taxes paid.” Under the 
estate tax marital deduction provisions of 
the 1948 Revenue Act, beneficiaries of life 
insurance policies are given favorable treat- 
ment with respect to this liability. Any 
marital deduction allowed is considered to 
be first attributable to life insurance pro- 
ceeds which qualified for the marital deduc- 
tion.” 


Assume that a wife is bequeathed $100,000 
under her husband’s will and is also the 
beneficiary of a $100,000 insurance policy 
with respect to which the marital deduction 
is allowed. Assume further that the entire 
adjusted gross estate is $300,000, so that the 
marital deduction would be limited to $150,000. 
In such case the entire $100,000 of life in- 
surance would be presumed to have been in- 
cluded in the $150,000 marital deduction, and 
hence would not be subject to liability for 
contribution. 


If the wife received $50,000 under her 
husband’s will and was also the beneficiary 
of $100,000 of insurance, and the adjusted 
gross estate was $180,000, the marital deduc- 
tion would be limited to $90,000. In such 
case, the executors could seek contribution 
from the wife with respect to the $10,000 in 
excess of the marital deduction actually al- 
lowed. 





® Code Section 826(c). 
10 Code Section 365(a), Revenue Act of 1948. 
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Conclusion 


Hundreds of thousands of insureds will 
be confronted with a very serious fork in 
the road. And they will not know which 
way to go. On the one hand, they will have 
a conscious desire to take advantage of the 
marital deduction in relation to life insur- 
ance proceeds. On the other, they will have 
certain desired objectives for their depend- 
ents which they may not be able to achieve 
and still get the benefit of the marital de- 
duction. 


As a practical matter, an insured may not 
want to have the installment payments begin 
within one year after his death. An interest 


option for a period of time may be pre- 
ferable in his particular case. 


Making the entire proceeds payable in 
installments under a given policy or policies 
to a spouse alone may not coordinate ad- 
vantageously with an insured’s over-all 
estate plan. The whole idea of attempting 
to introduce general powers of appointment 
where the disposition of life insurance pro- 
ceeds are concerned is impractical. Should 
the law remain in its present form, insurance 
companies generally will unquestionably be 
required to liberalize their settlement options 
and extend to their policyholders new privi- 
leges never before contemplated. 


[The End] 
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BANK DIVIDENDS 


Of the thirty-two states taxing personal incomes (including 
New Hampshire, Ohio and Tennessee, which tax only income 
from intangibles), sixteen also tax national banks on or according 
to net income. Asa result of authority granted in Section 5219 
of the United States Revised Statutes (12 USC 548), these sixteen 
states may, in addition to taxing the banks, include dividends 








from such banks in individual incomes under prescribed conditions. 


The following fourteen states tax such dividends: 


Arizona Minnesota South Carolina 
California Missouri Utah 

Colorado New York Vermont 
Idaho Oklahoma Wisconsin 
Massachusetts Oregon 


At least four of these (Arizona, Idaho, Oklahoma and Wiscon- 
sin), however, restrict taxation of dividends to those derived 





from income which was not taxed to the bank. 


Alabama specifically excludes bank dividends from individual 
incomes (Section 388, Title 51, Alabama Code) and North Dakota 
similarly construes its bank excise law. 

No state now relies on the dividend method, described as 
alternative method number (2) in Section 5219 above, as the 
primary method of taxing banks. 


Inasmuch as taxation of state banks closely follows the 


pattern of national bank taxation in most states, the above 
usually applies to state bank dividends as well. 
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By JOHN J. RAYMOND . . . 


wits THE PASSAGE of the Revenue 
Act of 1948, Congress effected an equal- 
ization of the tax burdens of married couples 
in common-law and community property 
states. Prior to the new act, certain in- 
equalities existed in the estate tax, gift tax 
and individual income tax laws and their 
application under local law. The changes 
in the income tax provisions, such as in- 


creased personal exemptions and the addi- - 


tion of old-age and blind exemptions, increased 
standard deduction, increased medical ex- 
penses and the splitting of income between 
spouses, will apply equally to all taxpayers re- 
cardless of whether they are residents of com- 
mon-law or community property states. Of 
particular significance to Michigan taxpayers 
is the fact that under the new law the in- 
come-splitting privilege allowed to spouses 
will permit the division of all income in- 
cluding that from separate property. Such 
income was previously regarded as belong- 
ing to the owner of the separate property.’ 


The application of the estate and gift tax 
provisions of the new act to Michigan tax- 
payers poses certain unique problems, in 
that Michigan added an estate in community 
property on July 1, 1947.7 and prior to that 
date had adhered to most of the common- 
law principles relative to the passing of 
property. Other complications may soon 
arise because a bill* has been introduced in 
the Michigan Legislature, to repeal the 
Michigan Community Property Act. It is 
understood that the statute for repeal will 
pass at this session of the legislature. How- 
ever, because of the vested interests in com- 
munity property created since July 1, 1947, 
the provisions of the Revenue Act of 1948 





This was equally true in Arizona, California, 
Nevada. New Mexico and Washington. 

? Act No. 317, Public Acts of 1947. 

* Senate Bill No. 26, introduced April 8, 1948. 
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Attorney, Detroit, Michigan 


pertaining to both community and non- 
community property may apply to many 
Michigan residents. 

In determining the possibility of using the 
tax-saving privilege created under the estate 
tax provisions of the new law, certain deter- 
minations must be made: 


(a) Whether the interests in property are 
deemed to pass or have passed from a dece- 
dent to his surviving spouse. 

(b) Whether such interests are terminable. 

(c) Whether such interests include com- 
munity property. 

(d) Whether 
previously taxed. 


such property has been 


Interest Passing to Surviving Spouse 


The estate and gift tax provisions of the 
Internal Revenue Code have been amended 
so that husband and wife may consider all 
property as belonging one half to each. 
Thus, a deduction is allowed to the estate 
of the decedent in an amount equal to the 
value of any interest in preperty which passes 
or has passéd from the decedent to his sur- 
viving spouse. The limitations are that such 
interest must be included in determining the 
value of the decedent’s gross estate and may 
not exceed fifty per cent of the gross estate 
after certain deductions have been taken. 
The advantages under this new provision of 
the law are set forth in the following example: 

D dies leaving a gross estate of $260,000. 
The funeral and administration expenses, etc., 
are $10,000, leaving an adjusted gross estate 
of $250,000. D may devise and bequeath, 
tax free, to his surviving spouse any part of 
the $250,000 up to the amount of $125,000. 
The remain‘ng $125.000, after deduction of ‘the 
$60,000 federal estate tax exemption, is 
taxed in the decedent’s estate to the extent 
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of $65,000. The tax on his estate would be 
approximately $11,000. If we assume that 
the amounts given to the spouse do not in- 
crease or decrease prior to her death, the 
assets transferred to her would also be sub- 
ject to a federal estate tax of approximately 
$11,000. However, if D died without taking 
advantage of the marital deduction pro- 
vided for in the new law, he would pay a 
tax of approximately $48,000, or $22,000 
more than under the first plan. The lesser 
tax under the first plan results from the 
fact that an additional $60,000 exemption 
was availed of the splitting of the estate 
brought half of the assets therein into a 
lower estate tax bracket. In most instances 
splitting of estates will result in tax savings 
because of these two factors. 


In order to determine whether such in- 
terests come within the ambit of the statute 
as property passing to a surviving spouse, 
the following check list might be utilized by 
Michigan residents. These interests are 
considered as applicable in arriving at the 
marital deduction allowed in computing the 
federal estate tax. A brief explanation of 
the pertinent section of the Internal Reve- 
nue Code is set forth wherever it is deemed 
appropriate for purposes of clarity: 


1. Interest bequeathed, devised or trans- 
ferred by the decedent to the spouse or in- 
herited from the decedent by the spouse. 
(Sections 812 (e) (3) (A) and 812 (e) (3) 
(B).) 


2. Interest held by the decedent and 


spouse in joint tenancy with right of sur- 


vivorship. (Section 812 (e) (3) (E).) 


3. Interest held by the decedent and 
spouse as tenants by the entirety. (Section 


812 (e) (3) (E).) 


4. Interest held by the decedent and 
spouse in a joint bank account. (Section 


812 (e) (3) (E).) 


5. Interest passing under a power of ap- 
pointment from decedent to spouse. (Sec- 


tion 812 (e) (3) (F).) 


6. Interest passing to the spouse upon 
default, release or nonexercise of a power 
of appointment. (Section 812 (e) (3) (F).) 


7. Proceeds of insurance upon the life of 
the decedent payable to his spouse. (Section 


812 (e) (3) (G).) 


8. Interest in property taken under local 
law by the surviving spouse in lieu of taking 
under the will (deemed to pass from the 
decedent to the spouse where interest is a 


fee). 
9. Interest transferred by the decedent 
in contemplation of death to an individual 


who was not his spouse at the time of the 
gift but to whom he was married at the date 
of his death (status is determined at the date 
of the decedent’s death). (Section 812 (e) 
(1) (A).) 

10. Interest in property which is taken 
under the law‘ by the spouse and amounts 
to a fee interest. But an interest which 
would have passed to the surviving spouse 
under the will is a terminable one (con- 
sidered as a conveyance from the decedent 
to the spouse). 


Interests Not Passing 


The following transfers are not deemed 
interests in property passing to a surviving 
spouse: 

1. Widow’s allowance.® 

2. Claim of the spouse against the estate. 


3. Indebtedness owed to spouse by the 
estate. 


4. Foreign real estate, inherited by the 
surviving spouse. (Such real estate is not 
included in the decedent’s gross estate.) 


5. Property acquired by the spouse fro:n 
the decedent for full and adequate con- 
sideration. 


6. Settlement received by a spouse in 
compromise of a controversy over the dece- 
dent’s estate. 


7. Interest disclaimed by a 
spouse. 


surviving 


8. Interest received by a surviving spouse 
solely by virtue of a disclaimer by another. 


* Under Michigan law, a widow's election may 
give her a fee or an interest less than a fee, 
depending upon her choice of election. See 
Section 27.3178 (139), Michigan Statutes Anno- 
tated. 

5 Amount determined by the probate judge for 
widow and minor children for one year. Section 
27.3178 (138), Michigan Statutes Annotated. 


Clark, Detroit 
John J. Raymond 
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Terminable Interests 


The following interests are deemed to be 
terminable in nature and therefore not al- 
lowable in determining the marital deduction: 


1. A life estate in the surviving spouse 
with remainder to others. (The interest 
terminates at spouse’s death.) (Section 812 
(e) (1) (B).) 


2. A life estate in a surviving spouse who 


is given a power of appointment to the en- 
tire corpus as she sees fit if she does not 
remarry. (The interest terminates upon re- 
marriage.)® (Section 812 (e) (1) (B).) 

3. A life estate in a surviving spouse who 
is given a restricted or special power of ap- 
pointment over the remainder. (The con- 


trol is actually in the decedent, not in the 
spouse.) 


4. A life interest to a surviving spouse 
with remainder to her heirs in property lo- 
cated in Michigan. (The spouse’s interest 
terminates at her death.)’ 


5. Dower or statutory interest in lieu 
thereof. (Such an interest is limited to a life 
estate in Michigan.) (Section 26.221, Michi- 
gan Statute Annotated.) 


6. Interest in property passing to a sur- 


viving spouse and limited to a term of years. 
(The interest terminates at the end of the 
term.) 


7. Interest in property passing to a sur- 
viving spouse and another as joint tenants 
with right of survivorship. (The other in- 
dividual may survive the spouse.)® 


8. Interest in property which may pass to 
someone other than the surviving spouse 
although it is not possible at the decedent’s 
death to determine such other person or per- 
sons. (Another person may possess or en- 
joy the property after the termination or 
failure of the spouse’s interest.) 


9. Interest in property which, if it had 
been taken under the law by the spouse 
would have been fee interest, but which, 
actually passing to surviving spouse under 
the will, is a terminable interest. (Interest 
is determined by the will.) 


‘In Michigan such a restraint is not deemed 
to be void as against public policy. 

* Under the rule in Shelley’s case, the spouse 
Would have a fee; but this rule has been abol- 
ished in Michigan. Section 26.28, Michigan Stat- 
utes Annotated. 

’ The fact that a severance may prevent the 
other individual from enjoying the entire inter- 
est does not render the interest non-terminable. 
However, in Michigan all conveyances to two 
or more persons are construed to be tenancies 
in common unless expressly declared to be in 
joint tenancy. Section 26.44, Michigan Statutes 
Annotated. 
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10. Interest in property acquired with 
cash by the executor at the direction of the 
decedent for the benefit of the surviving 
spouse where such interest is terminable. 


11. Interest in property passing to a sur- 
viving spouse as residuary beneficiary or 
beneficiary of a trust where the residue or 
trust contains assets which constitute ter- 
minable interests. (Section 812 (e) (1) 


(C).)* 


Non-Terminating Interests 


However, there are certain exceptions of 
the terminable interest rule whereby the 
addition of certain powers in the surviving 
spouse or the passing of a permanent in- 
terest precludes the interests from being 
terminable. Among these are the following: 


1. A life estate in a surviving spouse who 
is given a general power of appointment 
over the remainder. (The spouse has com- 
plete control over disposition.) (Section 812 
(e) (1) (B).) 


2. A life estate in a surviving spouse with 


power vested in another to appoint only in 
favor of the surviving spouse. (The spouse 
in effect has virtual control.) 


3. A life estate to a surviving spouse, with 
remainder to her heirs, in property located 
in a state in which the rule of Shelley’s case 
is applicable. (Under the rule in Shelley's 
case the spouse acquires a fee interest. But 
see footnote 7.) 


4. Interest in property passing to the sur- 
viving spouse and another with right of 
survivorship during the decedent’s life (in 
contemplation of death) where the other 
person predeceases the decedent. (The in- 
terest of the spouse is determined at the time 
of the decedent’s death.) 


5. Interest in property passing to the sur- 
viving wife and another as tenants in com- 
mon. (The spouse’s interest does not terminate 
at her death.) 


6. A life estate in property passing to an 
individual with remainder to the decedent’s 
spouse. (The spouse’s interest does not | 
terminate. ) 


7. Interest acquired. by the surviving 
spouse in the form of bonds or notes, etc., 
purchased by the executor at the direction 
of the decedent where the interest is com- 
plete ownership in such bonds or notes. 


8. Interest passing to the surviving spouse 
and consisting of income, for life, of a trust, 


® The value of the interest passing to the 
spouse must be reduced by the value of uniden- 
tified assets for which no marital deduction 
would be otherwise allowed. 
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payable annually or more frequently, with 
power in the surviving spouse to appoint 
the entire corpus. (The spouse has com- 
plete control over the interest.) 


Community Property 


In view of the fact that residents of Michi- 
gan may have included in their estates com- 
munity as well as non-community property, 
attention is directed to Section 812 (e) (2) 
(B), wherein special rules are applicable to 
computing the adjusted gross estate if the 
estate contains community property. This 
section provides that the following items 
must be deducted from the gross estate be- 
fore the marital deduction can be determined : 


1. Property held by the decedent and 
surviving spouse as community property at 
the time of the decedent’s death. 


2. The value of property transferred by 
the decedent during his life if at the time 
of the transfer the property was held as 
community property. 


3. The amount receivable as insurance on 
policies on the life of the decedent to the 
extent the insurance was purchased with 
premiums paid out of community property. 


4. That amount of the deductions (funeral, 

administrative, etc.) allowed under Section 
812 (b) which the value of the gross estate 
less items (1), (2) and (3) above bears to 
the entire value of the gross estate. 
This computation is necessary because under 
the repeal of the 1942 amendments to the 
estate and gift tax provisions of the Internal 
Revenue Code only one half of the interest 
of a decedent in community property is 
subject to federal estate tax. Therefore, an 
advantage equal to the marital deduction is 
already availed of with respect to com- 
munity property. Thus, by the above rule 
the adjusted gross estate upon which the 
marital deduction is based is reduced by the 
value of community property included in 
the gross estate and also reduced by that por- 
tion of the funeral and administrative ex- 
penses, etc., not allocable to community 
property. 


Special rules are applicable to community 
property which was converted into separate 
property during the year 1942 or after the 
enactment of the new act.” Where such 
community property has been held by the 
spouses and converted into their separate 
property during the periods stated, such 
property is considered community property 
for purposes of computing the marital de- 
duction. Thus, if the Michigan Community 


Code Section 812(e)(2)(C). 
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Property Act is repealed, it may, in certain 
cases, be considered advisable to convert 
community property into separate property. 
If a spouse transfers all of her interest in 
community property to the decedent during 
his lifetime and such property is included 
in his gross estate for federal estate tax 
purposes, the entire interest so transferred 
is considered as separate property in com- 
puting the marital deduction. However, if 
the transfers between the spouses convert- 
ing community property into separate prop- 
erty make the value of the property each 
receives equal, the entire separate property 
so acquired by the decedent is considered 
community property. Therefore, it must be 
deducted from the adjusted gross estate in 
computing the marital deduction. Where 
the values received by each are not equal, a 
different rule applies. Only that part of the 


decedent’s share which the value of the 
spouse’s share at the date of acquisition is of 
the value of the decedent’s share at such 
time is considered community property.” 


Credit for Tax Previously Paid 


Under Section 812 (c) of the Code, a 
credit was permitted in the estate of a 
decedent for property which had been previ- 
ously taxed in the estate of another person 
who had died within five years prior to the 
death of the decedent, or for property which 
had been subject to a gift tax because it had 
been received by way of gift within five 
years prior to his death. The credit for 
property previously taxed is no longer ap- 
plicable where property is received from a 
prior decedent spouse who-died after De- 
cember 31, 1947, (the effective date of the 
amendment providing for a marital deduc- 
tion for federal estate tax purposes under 
the new law), or received by way of gift 
from a spouse after enactment of the act. 


Gift Tax 


Under Section 372 of the act, the Internal 
Revenue Code” is amended to provide a 
marital deduction applicable against the 
federal gift tax. This deduction corresponds 
to the estate tax marital deduction. The 
gift tax marital deduction is an amount equal 
to one half of the value of any gift to a 
donee who at the time of the gift was the 
donor’s spouse. Under present gift tax laws, 
one may give up to $3,000 each year to each 
of one or more persons without incurring a 
federal gift tax. The $3,000 is called an 


11 See Code Section 812(e) (2) (C) (ii). 
12 Section 1004(a) (3). 
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annual exclusion. In addition, the donor is 
entitled to make gifts tax free in excess of 
the annual exclusion up to $30,000 during 
his entire lifetime. The latter is the gift tax 
specific exemption, which may be taken in 
one year or spread over several years. The 
marital deduction under the new law applies 
without regard to the annual exclusion. 
Thus, if a husband makes a gift of $10,000 
to his spouse, $5,000 is exempt under the 
marital deduction, and $3,000 is exempt 
under the annual exclusion. The remaining 
$2,000 may be applied against the $30,000 
lifetime exemption. 


The marital deduction is not permitted 
with respect to gifts if the donee was not 
the donor’s sponse at the time of the gift 
but became the donor’s spouse later in the 
year. 


Similar rules comparable to those relating 
to estate tax have been enacted for the gift 
tax marital deduction to cover terminable 
interests, powers of appointment, etc.” The 
act also provides for a splitting feature 
where gifts are made by spouses to others.” 
Such a gift is deemed to be made one half 
by the donor and one half by the spouse. In 
this way two annual exclusions are available 
for such a gift, and any excess above the 
annual exclusions may be applied against 
two lifetime exemptions of $30,000 each, 
where necessary. Thus, if a gift of $40,000 
is given by a father to a son, $20,000 is pre- 
sumed to be a gift by the donor and $20,000 
by his spouse. Applying a $3,000 annual ex- 
clusion to each of the gifts leaves two net 
gifts of $17,000 each. However, any unused 
portion of the lifetime exemption of $30,000 
on either or both spouses may be utilized 
to render this entire gift nontaxable. 





% Section 1004(a)(3)(A)-(E), inclusive, as 
added by Section 372 of the 1948 Act. 
14 Section 374 of the 1948 Act. 





. present inheritance tax. 
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FEDERAL BAR TAX LAW INSTITUTE SYMPOSIUM 


A new section of the Code * added under 
the act provides that the splitting feature in 
gifts by spouses to a third party is valid only 
if both spouses signify their consent to such 
a gift. The new law also provides that regu- 
lations are to be issued governing such a 


consent. However, the act requires that 
the consent be given on or before the March 
15 following the close of the calendar year 
in which the gift was made, or before a gift 
tax return is filed, whichever date is later. 


The marital deduction for gift tax pur- 
poses has a result similar to that of the 
marital deduction for federal estate tax pur- 
poses. The gift tax marital deduction is not 
allowed with respect to community prop- 
erty, for the purpose of the deduction is to 
place residents of all common-law states on 
an equal footing taxwise with residents of 
community property states. However, by 
repeal of the 1942 amendments to the Code, 
residents of community property states 
have the equivalent of a marital deduction. 


Attention is directed to two bills * intro- 
duced on March 30, 1948, in the Michigan 
Legislature. One of these bills provides for 
a state estate tax and the repeal of the 
The other bill 
provides for a state gift tax. As introduced, 
the bills have incorporated many features of 
the federal estate tax and federal gift tax. 
However, the changes brought about under 
the Revenue Act of 1948 have not been 
taken into consideration. It is believed that 
if these two bills are enacted into law at 
this session of the legislature, changes will 
be made in the provisions to harmonize 
them with the present federal estate and 
gift tax laws. [The End] 





15 Section 1000(f) (2). 

16 Senate Bill No. 17, providing for a Michigan 
estate tax and repealing the Michigan inherit- 
ance tax; Senate Bill No. 18, providing for a 
Michigan gift tax. 








The Federal Bar Tax Law Institute of the Federal Bar 
Association of New York, New Jersey and Connecticut held the 
last tax symposium of the Institute for the 1947-1948 season on 
April 28, 1948. A new symposium series will be commenced in 
October, 1948. Suggestions and inquiries as to future topics 
are invited, and may be addressed to Maurice H. Rich, Chairman 
of Committee on Lectures, 1775 Broadway, New York 19, New 


York. 
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TEXAS ‘residents 


THE AVERAGE TAXPAYER AND HIS COUNSEL ARE HARDLY 
PREPARED FOR THE SHOCK, ALBEIT A PLEASANT ONE, OF 
THE NEW TAX LAW’S PROVISIONS 


. . « By GEORGE E. RAY and OLIVER W. HAMMONDS 


7 HILE the income tax provisions of the 
new 1948 Revenue Act have received 
most of the publicity to date, the estate and 
gift tax provisions are far more important 
in their implications with respect to our 
American way of life. The income tax pro- 
visions of the new act were expected and 
discounted in advance by most taxpayers in 
computing their lower rates; the estate and 
gift tax provisions, however, were not merely 
unexpected but have proved virtually revolu- 
tionary in their effect on wills, trusts, gifting 
programs and estate planning in general. 


The average taxpayer and his tax counsel 
are hardly prepared for the shock, albeit a 
pleasant one, of the new estate and gift tax 
provisions. In the first place, the new provi- 
sions represent a direct reversal of the up- 
ward trend in the field of federal estate and 
gift taxes that has continued uninterrupted 
for sixteen years since the adoption of the 
additional estate tax and the re-enactment of 
the gift tax in 1932. While the new provi- 
sions do not include any reduction in the 
rate schedules as such, they do effect a very 
substantial reduction in federal estate and 
gift taxes. The new provisions reflect a sharp 
break with the “share-the-wealth” philoso- 
phy underlying the entire federal estate and 
gift tax structure since 1932, which reached 
its apex in the 1942 Revenue Act. The 
estate and gift taxes have never been large 
revenue producers. Even during the peak 
years, the estate tax has not produced more 
than one half of one per cent of our total 
federal revenues, and the gift tax has yielded 
an even smaller portion. The effect of these 
taxes as an economic and social leveling 


influence, by virtue of their sharply accel- 
erated rate structures, has, however, been 
of ever-increasing importance since 1932. 
The new act represents not only a sharp 
break in this trend but a reversal of it toward 
the pre-1932 philosophy of taxes for revenue. 


The new act, passed by Congress over a 
Presidential veto, marks the resumption of 
control by the legislative branch of govern- 
ment over the tax-writing function. During 
the years since 1932, most of the tax legisla- 
tion originated in the Treasury Department, 
particularly the Division of Tax Research, 
and the drafting was performed by various 
branches of the Treasury, headed for the 
most part by the Tax Legislative Counsel of 
the Treasury Department. The 1948 Rev- 
enue Act originated with the two Congres- 
sional committees charged with that 
function, the House Ways and Means Com- 
mittee and the Senate Finance Committee, 
and was drafted, for the most part, by those 
committees and their own experts. This 
reassertion by Congress of its functions in 
the federal tax field is of no small moment. 


The primary purpose of the estate and 
gift tax provisions of the new act is, briefly, 
to equalize the tax burdens of the residents 
of the community property states and of the 
common-law states. The basic difficulty 
arose initially from the fact that in a com- 
munity property state, such as Texas, the 
entire community property of a married 
couple is considered to be owned one half 
by each spouse, whereas in the non-com- 
munity property states, most of the property 
is generally in the name of one spouse, the 
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husband. Prior to 1942, the federal tax 
structure took into account this division of 
ownership in community property and on 
the death of one of the spouses subjected to 
estate tax only that spouse’s one half of the 
community property. In the case of a gift 
of community property, only one half was 
taxed to each spouse. In the non-community 
property states, when the husband died, 
most, if not all, of the family holdings were 
subjected to estate tax. Gifts were generally 
made by the husband from his own property, 
and therefore were all taxed to him. In 
1942, Congress sought to remove the result- 
ing tax advantages of the residents of the 


community property states by providing that : 


on the death of the spouse first to die all of 
the community property should be subject to 
estate tax, except to the extent that it could 
be shown that the community property was 
derived from the separate property of, or 
from personal services actually rendered by, 
the surviving spouse. It was also provided 
that in any event there would be included 
in the taxable estate the one half of the com- 
munity property over’ which the deceased 
spouse had the power of testamentary dis- 
position. The proceeds of life insurance on 
the decedent’s life, where the premiums had 
been paid out of community property, were 
to be included in the taxable estate of the 
decedent. With respect to the gift tax, all 
gifts of community property were to be 
taxed to the husband, except to the extent 
that it could be shown that the property 
was derived from the separate property of, 
or from personal services rendered by, the 
surviving spouse. 

It soon became evident to the citizens of 
the community property states that the 1942 
statutory changes, while eliminating the 
prior advantages of the residents of. com- 
munity property states, had now resulted 
in new and distinct disadvantages to them, 
fully as great in magnitude as their former 
advantages. Among these disadvantages 
were the following: 

(1) In many cases the 1942 provisions re- 
sulted in double taxation. 


(2) They also imposed a virtually impos- 
sible burden of tracing the community 
property derived from the separate property 
or earnings of the surviving spouse. 


(3) Where the surviving spouse later sold 
property of the community which had in- 
creased in value, the Treasury Department 
held* that as to Texas community property 
the basis of the surviving spouse’s half, as 
distinguished from that derived from the 


‘I. T. 3808, 1946-2 CB 58. 
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decedent spouse, took one half of the original 
cost basis of the property to the community, 
rather than one half of the value at the 
date of the decedent’s death. 


(4) It was not at all clear from the statute 
that if, after the death of one spouse, the 
surviving spouse died within five years, Sec- 
tion 812(c) of the Code, relieving from 
estate tax property previously taxed within 
the last five years, would apply. Although 
the Treasury took the position that the pro- 
vision did apply,? there was nothing to pre- 
vent it from changing its opinion. 

(5) Congress had not seen fit to decide 
how the estate tax burden should be borne, 
as between the decedent’s portion of the 
community property and that of the sur- 
vivor; and the Supreme Court, in upholding 
the constitutionality of the 1942 estate tax 
provisions,* skirted that as a problem for the 
states. In states such as Texas, where there 
was no rule for this situation, it was neces- 
sary to adopt statutory provisions for ap- 
portioning the burden of the estate tax 
between the decedent’s and the survivor’s 
portions of the community property. The 
rule adopted in Texas imposed the burden 
on the decedent’s estate to the extent of all 
the tax, except for one half of what the tax 
would have been had the community prop- 
erty been the only property of the spouses 
subject to tax. 


(6) One more difficulty lay in the fact that 
Congress, in providing that community 
property should be taxed as the property of 
the spouse first to die, had failed, in both 
the statute and the committee reports, to 
provide any rule in case of simultaneous 
death of both spouses. 


With the adoption of a split-income rule 
for all states, it became evident that the only 
fair rule would be to repeal the 1942 estate 
and gift tax provisions. But it was also 
apparent that if this were done, the situation 
would result in a restoration of the pre-1942 
advantage of community property. The 
answer to. the equalization problem was 
finally determined to involve two principal 
steps: (1) repealing the 1942 estate tax pro- 
visions, with respect to community property; 
and (2) providing, with respect to non-com- 
munity property, a “marital deduction” 
which, for estate tax purposes, would put 
non-community and community property on 
the same basis. Thus has the mountain 
moved to Mohammed. And judging by the 
complexity of the “marital deduction” provi- 

2 Regulations 105, Section 81.41. 

3’ Fernandez v. Wiener [45-2 ustc {f 10,239], 326 


U. S. 340; U. S. v. Rompel [45-2 ustc { 10,240], 
326 U. S. 367. 
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sions and the length of the Senate Finance 
Committee’s explanation of them, it is truly 
a mountain that has moved. 


Community Property 


The restoration of community property 
to its pre-1942 status, for estate tax purposes, 
was effected by the repeal * of three specific 
provisions of the estate tax law which had 
been introduced into the Code in 1942, deal- 
ing with community property law. With the 
repeal of these provisions, the status of the 
interest of a decedent, for computing the 
gross estate under Section 811 of the Code, 
was made determinable under the local state 
law. The 1942 provisions repealed by the 
1948 Act are (1) Section 811 (e) (2) of the 
Code, which provided generally that all com- 
munity property should be included in the 
estate of the spouse first to die except where 
it could be traced to the separate property 
or earnings of the survivor; (2) Section 
811 (d) (5), which included in the estate 
of the decedent first to die transfers of com- 
munity property made in contemplation of 
death, transfers intended to take effect at or 
after death and transfers to revocable trusts, 
or transfers where the decedent retained 
rights in the property or income therefrom; 
and (3) Section 811 (g) (4), which included 
in the taxable estate the proceeds of insur- 
ance on the decedent’s life purchased with 
community property. The repeal of these 
three provisions was, however, made effec- 
tive only beginning with January 1, 1948, 
rather than retroactive to the effective date 
of the 1942 Act. The community property 
included in the estates of taxpayers dying 
between the effective date of the 1942 Act, 
October 21, 1942, and January 1, 1948, must, 
therefore, still bear the burden of the 1942 
estate tax provisions. The new act further 
provides * that the retroactive application of 
the repeal of the community property provi- 
sions shall not increase the estate tax which 
would have been payable under the old law 
where the decedent dies in 1948, but before 
enactment of the new act. 


In addition to the repeal of the above 
provisions of the 1942 Act with respect to 
community property, Congress adopted a 
new specific provision*® amending Section 
113 (a) (5) of the Code to allow the sur- 
viving spouse to use as a basis for the sur- 
vivor’s half of the community property the 
fair market value of the property at the date 
of death of the decedent spouse, or at the 


4 Revenue Act of 1948, Section 351. 
5 Ibid. 
6 Ibid., Section 366. 
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optional valuation date a year after the date 
of the decedent’s death. Under the amend- 
ment, the surviving spouse is regarded as 
acquiring from the decedent spouse the sur- 
vivor’s half of the community property by 
bequest, devise or inheritance. 

With respect to the gift tax, the changes 
in the law were made simply by providing‘ 
that Section 1000(d) of the Code, added in 
the 1942 Act to provide for the taxation of 
gifts of community property to the husband 
unless they were shown to be derived from 
the separate property or earnings of the 
wife, shall be applicable only to gifts made 
after the calendar year 1942, when the 1942 
gift tax provisions first became effective, and 
on or before the effective date of the 1948 
Act, April 2, 1948. The gifts taxable during 
such period are, however, to be included in 
the net gifts for preceding calendar years in 
order to determine whether, and at what 
rate, gifts for the current year are to be 
taxed. The provisions of Section 1000(d) are 
not, however, to apply in determining the 
extent to which transfers of community 


property are transfers by the decedent under 
the estate tax. 


Non-Community Property 


In the case of the estate tax, the provi- 
sions for matching non-community property 
with community property center about the 
“marital deduction.” * This term, contained 
in a new subsection, 81l(e) of the Code, 
introduces a novel and intricate concept into 
the federal estate tax structure. What it 
does, in substance, is to enable one spouse 
to provide that one half of his or her prop- 
erty, less certain deductions from the gross 
estate permitted under Section 812(b) in 
computing the net estate, shall go to the 
other spouse free of estate tax. In com- 
puting this one half of what is called the 
“adjusted gross estate” that may be given 
to the other spouse free of estate tax, the 
deductions from the gross estate to be con- 
sidered are funeral expenses, administration 
expenses, claims against the estate, mort- 
gages or other indebtedness against the 
estate property and amounts spent for de- 
pendents’ support during the settlement of 
the estate. The marital deduction is, further- 
more, allowed as a deduction only with re- 
spect to property includible in the gross 
estate; it would not apply, therefore, to 
foreign real estate or property acquired by 
the surviving spouse from the decedent by 


' Ibid., Section 371. 
8 Ibid., Section 361. 
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purchase for full and adequate consideration 
during the decedent’s lifetime. 


In the case of community property which 
the decedent and surviving spouse held as 
such at any time, a special rule applies. The 
following classes of property are deducted 
from the gross estate: 


(1) Property held at the decedent’s death 
as community property. 


(2) Property transferred by the decedent 
during his life, if it was community 
property at the time of transfer. 

(3) Proceeds of insurance on the de- 
cedent’s life to the extent the insur- 
ance was purchased out of community 
property. 

(4) Such proportion of the Section 812(b) 
deductions as the value of the gross 
estate, less the three items above, 
bears to the total gross estate. 


A special rule on the above special rule 
provides that where community property 
was converted into separate property during 
1942, or after the date of enactment of the 
Revenue Act of 1948, the separate property 
must be included in the first three categories 


_ listed above. A further refinement provides 


that where, in the conversion, the value of 
the property acquired by the decedent ex- 
ceeded the value of that acquired by the 
surviving spouse, the decedent’s separate prop- 
erty shall be considered as community for 
the purpose of the above three categories 
only with respect to the same portion of such 
separate property of the decedent as the 
portion which the value (as of such time) of 
the separate property so acquired by the 
surviving spouse is of the value (as of such 
time) of the separate property so acquired 
by the decedent. 


A whole network of complicated rules is 
set forth in the act to preclude the marital 
deduction where the surviving spouse has 
an interest of lesser scope than the surviving 
spouse generally has in a community proper- 
ty state such as Texas, that is, essentially a 
fee interest. For example, if the surviving 
spouse has a life estate or any other form 
of terminable interest, or if an interest is or 
may be obtained from the decedent by any- 
one other than the surviving spouse or the 
estate of the surviving spouse for less than 
adequate and full consideration in money or 
money’s worth, no marital deduction is al- 
lowed. The ordinary “common disaster” 
clause, if not more than a six-month pe- 
riod is used, does not, however, result in 
a denial of the marital deduction. Further 
detailed rules are established for dealing 
with situations involving the following: in- 


423 





terests passing to unidentified persons; inter- 
ests in unidentified assets; valuation of 
interests, trusts or life insurance where the 
surviving spouse has a power of appoint- 
ment; the passing of an interest from the 
decedent to any person; the effect of dis- 
claimers and of the optional valuation pro- 
vision and the statutory provisions with 
respect to previously taxed property; ap- 
portionment of tax in cases involving life 
insurance and powers of appointment; and 
the gift tax credit. 


These provisions, involving in some cases 
refined questions of local property law, even 
to the point of raising a distinction based on 
whether the particular state law adheres to 
the rule in Shelley's case, to determine 
whether the surviving spouse received a fee 
interest or merely a life estate with re- 
mainder to the survivor’s heirs, completely 
ignore Mr. Justice Frankfurter’s observation 
in the Hallock case,® that the “niceties of the 
art of conveyancing” have no place in the 
practical law of taxation. 


With respect to the gift tax, in order to 
match donors of property in non-community 
property states with donors of community 
property, the new act provides ” that where 
a donor, after the date of enactment of the 
Revenue Act of 1948, transfers property to 
his or her spouse by gift, one half of the 
value of the property is deductible from the 
net gifts subject to tax. Under rules similar 
to those above discussed with respect to the 
estate tax, the marital deduction is denied 
with respect to gifts of community property 
or separate property considered as com- 
munity property. Detailed rules for the 
application of the marital deduction with re- 
spect to specific types of interests and par- 
ticular situat‘ons, as in the case of the estate 
tax, are also provided. Gifts made by a 
husband or wife out of non-community prop- 
erty may, if both the taxpayers consent and 
so desire, be considered as made one half 
by each.” 


While the new act does not forbid the 
use of the familiar arrangement of a life es- 
tate to the spouse with remainder to the 
children, it does prevent the marital deduc- 
tion in such case because there has been 
no estate tax at the death of the life bene- 
ficiary. The surviving spouse may, how- 
ever, be given a commercial annuity or be 
made the beneficiary of a life insurance policy 
payable in installments without losing the 
marital deduction. If a trust with a life 


® Helvering v. Hallock [40-1 ustc § 9208], 309 
U. S. 106. 

10 Section 372. 

11 Section 374. 


estate provision meets the following require- 
ments, the marital deduction is obtained: 


1. The surviving spouse must be entitled 
to all the income from the trust principal, 
either for life or, if the trust terminates at 
an earlier date, for the duration of the trust. 


2. The trust income musf be payable to 
the surviving spouse annually or more fre- 
quently. 


3. The surviving spouse must have a 
power (exercisable alone and in all events) 
to appoint the entire corpus free of trust to 
himself or his estate. If the power is exer- 
cisable by will only, the trust is not disquali- 
fied merely because he also has the power 
to invade only part of the corpus during his 
lifetime. 


4. If another person is given a power of 
appointment with regard to any part of the 
corpus, it must be exercisable only in favor 
of the surviving spouse. 


In the case of life insurance, the marital 
deduction is similarly obtained if the pro- 
ceeds are receivable by the surviving spouse 
in annual or more frequent installments. 
The installments must commence within one 
year after the decedent’s death, all amounts 
payable during the life of the surviving 
spouse must be payable only to such spouse, 
and the surviving spouse must have the 
power to appoint all amounts payable after 
such spouse’s death to the estate of such 
surviving spouse. 


The net effect of the new provisions is, 
for all practical purposes, to double, in the 
case of married couples, all the estate and 
gift tax exemptions and exclusions. Instead 
of one estate tax exemption of $60,000, the 
couple have two totaling $120,000, provided, 
in the case of non-community property, that 
one half of the decedent’s property is left 
to the surviving spouse in accordance with 
the requirements of the marital deduction 
provisions. Under the gift tax, the effect 
of the new act is to give the couple a total 
of $60,000 lifetime exemption instead of 
$30,000 if, with respect to non-community 
property, half of the $60,000 is given by one 
spouse to the other. In addition, one spouse 
may in such case also give the other $6,000 
each year without using up any of the life- 
time exemption since $3,000 is tax-free by 
virtue of the marital deduction and the other 
$3 000 falls under the annual exclusion. One 
spouse may, by using all of the possibilities, 
give the other $6,000 per year, plus $60,000 
during the lifetime of the donor, and then 
$120,000 more under his will, without being 
subject to estate or gift tax. Adding the 
above, over a ten-year period, to their com- 
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bined gifts to third persons—for example, to 
two children who would each receive $60,000 
over the same ten-year period—the couple 
could completely dispose of, without any 
estate or gift taxes, an estate of $360,000. 
The same possibilities are open to a couple 
in a community property state such as 
Texas, where the property of the couple 
consists in whole or in part of community 
property. In the case of community prop- 
erty, the marital deduction does not, of 
course, apply; but such deduction is not 
needed since the community property is 
already owned half by each spouse. As the 
new law was designed, from the standpoint 
of the tax cost of dying or gifting, it makes 
no difference whether the property is com- 
munity or non-community. 


In dollars and cents, the estate tax savings 
at the time of the husband’s death on a 
$500,000 community property estate, without 
making any gifts at all, and assuming five 
per cent administration costs at the time of 
death, would be the difference between 
$110,000 before the new act and $43,000, or 


approximately $67,000. Of course, the sur-: 


viving wife’s estate would have to pay an 
estate tax later at her death on her one half 
of the $500,000; but if that was also $43,000, 
there would still be a saving of the differ- 
ence between $110,000 and $86,000, or 
$24,000. 

A serious question arises with respect to 
the use of the marital deduction in connec- 
tion with separate property in a community 
property state such as Texas, where this 
income from separate property is considered 
as community property. Assume that a 
Texas husband gives his wife a substantial 
amount of separate property, thereby tak- 
ing advantage of the provisions of the new 
act with respect to gifts of a non-community 
property by one spouse to another. The 
income from that property continues to be- 
long half to the husband since the income 
is, under Texas law, community property. 
Has the husband made a transfer which 
falls under Section 811(c) of the Code, since 
le “retains the right to income from the 
property” and to that extent (one half) the 
property must be included in his taxable 
estate at his death? This is only one of the 
many questions that will arise and must, 
in the end, be resolved by the courts. 


This brings us to the effect of the new 
act on the use of trusts in Texas. As to 
separate property, it will generally appear 
desirable to use the marital deduction provi- 
sion with respect to half of the separate 
property. As to the other half, a trust with 
life estate to the surviving spouse and re- 
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mainder to the children will still be worth 
while, from the tax-saving standpoint. It 
would appear desirable to steer away from 
trusts with powers of appointment, in light 
of the fact that the Congressional commit- 
tees have indicated their intention to review 
the 1942 power-of-appointment provisions 
with a view toward changing them. Under 
the marital deduction provisions, a life in- 
terest to the surviving spouse, coupled with 
a taxable power of appointment in such 
spouse, does not deprive the decedent’s es- 
tate of the marital deduction. If the power 
of appointment provisions of the Code are 
changed this next year, however, it may 
again upset trust arrangements containing 
power-of-appointment provisions. 

Another problem will arise with respect 
to life insurance proceeds paid to the de- 
cedent spouse’s estate where the premiums 
are paid from community property after 
the effective date of the 1948 Act. Will the 
terms of Section 811 (g) (1) require the 
inclusion of the total proceeds in the de- 
cedent’s taxable estate since they are “re- 
ceivable by the executor” in their entirety? 
Yet the executor is required under Texas 


-law to pay over one half of the proceeds to 


the wife as her community property. 


Drafting Wills and Trusts 


While the changes made in the Revenue 
Act of 1948 with respect to community prop- 
erty as such are few in number and relative- 
ly simple in application (in fact a great 
relief from the complexities and omissions 
of the 1942 provisions), today he would be 
a foolhardy soul who, in drafting a will or 
trust for a Texas resident, would stop with 
the new community property provisions 
alone. If the testator has, or may have at 
the time of his death, any separate property, 
the person charged with drafting his will 
must consider in detail the effect of the 
“marital deduction,” not only with respect 
to such separate property but also with re- 
spect to the estate as a whole. Failure to 
do so would make counsel derelict indeed. 
With respect to the gift tax, the need for 
detailed consideration is less acute; but 
wherever the prospective settlor of a trust, 
or the donor in the case of a gift, has, or 
may later obtain, separate property, con- 
sideration should be given to whether the 
trust transfer or the gift should be made 
from community property or from separate 
property. And if it is made from the latter, 
the further question arises as to the desira- 
bility of a prior gift of separate property 
from one spouse to the other. Such a gift 
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may be desired in order to shift the identiy 
of the donor or settlor or to increase the 
number of settlors or donors from one to 
two. 


The fact is that in a community property 
state such as Texas, it is just as necessary 
to review all wills and all trusts that can be 
amended as it is in the non-community prop- 
erty states. While the draftsman of wills, 
trusts and deeds of gift in most non-com- 
munity property states, unless his client lives 
near or has interests in a community prop- 
erty state, can generally afford to ignore 
the provisions of the new 1948 Act with 
respect to community property, the drafts- 
man in a community property state must 
master and apply all the estate and gift tax 
provisions of the new law, as to both com- 
munity and non-community property. And 
master them he must, since his clients may 
die any day, and some of them, in the case 
of most counsel, will die before the year is 
over. Once the client has died, the will 
cannot, of course, be changed. The drafts- 
man or reviewer of a trust who finds that 
the instrument is irrevocable will also dis- 
cover that under the new act no opportunity 
for amendment of such a trust is afforded. 


A somewhat parallel situation existed 
when the severe 1942 estate tax provisions 
with respect to powers of appointment were 
enacted. * Wills could be amended prior to 
death, but irrevocable trusts could not. Rev- 
ocable trusts could be amended; but if they 
were not altered to afford protection to the 
holder of the power prior to his death, the 
estate tax attached to the power of appoint- 
ment. The gift tax on the releases of tax- 
able powers ™ has, however, been repeatedly 
postponed through the annual enactment 
of legislation granting successive postpone- 
ments for the release of taxable powers of 
appointment. It now appears likely that 
further postponements will be granted until 
the power-of-appointment provisions of the 


122 Code Section 811(f). 
138 Code Section 1000(c). 


Code have been considered in their entirety 
by Congress. 


In the case of the new act, however, it 
appears clear that counsel responsible for 
informing testators and settlors of the im- 
pact of the new estate and gift tax provisions 
of their wills, trusts, gifting programs and 
estate plans in general have not only a heavy 
but also an immediate responsibility. In 
many cases it will prove no satisfactory 
answer to a widow or heirs, or to a widower, 
that the only reason why necessary or desir- 
able changes were not made prior to the 
decedent’s death was that the provisions of 
the new law were complicated and difficult 
to understand. Counsel are paid to know 
the law. Knowledge and understanding of 
the new provisions cannot, moreover, be 
passed off by the general practitioner as a 
problem to be left to the tax experts. Even 
if the drafting of the instruments or the 
consideration of the estate plans in general 
is delegated to such experts by the general 
practitioner, the latter has the definite re- 
sponsibility of protecting his client to the 
extent, first, of advising him of the necessity 
of reviewing his will or trusts, which the 
lawyer either drafted or at least knows exist, 
and, second, of either revising the instru- 
ments as necessary or having the job cor- 
rectly done by an expert to whom that duty 
is assigned. The responsibility for seeing 
that the job is done, and as soon as possible, 
certainly belongs, however, to the general 
practitioner rather than to the expert. 


A client, particularly if a considerable pe- 
riod of time has elapsed since the drafting of 
the will or trusts in question, may feel at 
first that his counsel is “making work” for 
himself; but it certainly is the duty of the 
counsel to disillusion his client in that re- 
spect. Any original resentment by such a 
client is bound to be dispelled, in most 
cases, when he finds the extent of the tax 
saving which is generally involved in a re- 
consideration of his will or his trusts. 


[The End] 


———$ 


CHICAGO PROPERTY TAX RATE 


The 1947 property tax rate for the City of Chicago, appli- 
cable to taxes payable in 1948, has been set at $28.72 per one 


thousand dollars of assessed valuation. 


This represents an 


increase of $1.22 over the 1946 rate. 
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Yew Estate and Gift Toces 
How they affect. WILLS 


By ALBERT MANNHEIMER 


THERE ARE LIMITATIONS ON THE KINDS 
OF INTERESTS IN PROPERTY THAT CAN 
QUALIFY FOR THE MARITAL DEDUCTION 


T= REVENUE ACT of 1948 offers 
unprecedented opportunities for estate 
tax reduction in the case of a decedent dying 
after December 31, 1947, and leaving a sur- 
viving spouse. In practically all cases, how- 
ever, married persons, in order to take full 
advantage of these opportunities, will have 
to make new wills. This article is designed 


to make suggestions as to the drafting of - 


those wills. 


At the outset, it should be noted that so 
far as the estate tax is concerned, the new 
law opens the door for tax reduction only 
in the case of a married person who dies be- 
fore his or her spouse. It makes no differ- 
ence whether the husband or the wife dies 
first. However, in the interest of clarity, 
the spouse first to die will be called the 
decedent or husband, and the surviving 
spouse will be called the widow or wife. 


Salient Features 


So far as the estate tax is concerned, the 
main purpose of the Revenue Act of 1948 is 
to put the common-law states and the twelve 
community property states in substantially 
the same position. The new act accom- 
plishes this purpose by permitting the estate 
of the decedent to be reduced by the amount 
of a new deduction. The new law gives a 
name to this new deduction, and repeatedly 
refers to it by that name. It is called the 

“marital deduction”,’ and constitutes the 
core of the new estate tax provisions. 


1 Code Section 812 (e) (1). 


In general, anything the husband leaves 
the widow, such as bequests, devises or her 
intestate share if there is no will, and also 
any interests she acquires by reason of his 
death, such as the proceeds of life insurance 
or joint bank accounts, may be included in 
the marital deduction. To be more precise, 
“interests in property” which “pass”? to 
the widow may in certain circumstances 
qualify for deductibility under the new mari- 
tal deduction. In short, subject to various 
limitations, interests which pass to the 
widow are treated for estate tax purposes 
just like a legacy to charity. They are not 
taxed as part of the husband’s estate. How- 
ever, the marital deduction bristles with 
points “like quills upon the fretful por- 
pentine.” * 


There are limitations on the kinds of in- 
terests in property that can qualify for the 
marital deduction. Thus, gifts of “terminable 
interests” (for example, a life estate to the 
widow) cannot qualify. This exception is 
not of major importance for the purposes of 
this article, except, perhaps, to indicate the 


lawmakers’ intention to disqualify gifts with 
strings. 


2 The terms ‘‘pass,’’ ‘‘interest’’ and ‘‘property’”’ 
are given special meanings. For see 
Code Section 812 (e) (3). For ‘“‘interest’’ and 
“‘property,’’ see Supplementary Senate Finance 
Committee Report, p. 8 [CCH Federal Estate 
and Gift Tax Reporter { 3536B]. 

3 Hamlet, Act 1, Scene 5. 


4 As to terminable interests, see Code Section 
812 (e) (1) (B). 


The author is a member of the firm of Nathan, Mannheimer, Asche & Winer, 
New York City 
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There are limitations as to the terms on 
which interests must pass to the widow in 
order to qualify for deductibility under the 
marital deduction. They may be given out- 
right. However, they may be given in trust 
for the widow; but if they are, two vital 
conditions must be observed. Throughout 
her entire life the widow must be entitled to 
all the income, and that income must be pay- 
able to her annually or at more frequent in- 
tervals.° Moreover—and this is even more 
important from the viewpoint of those con- 
cerned with will drafting—the widow must 
be given a general power of appointment 
over the entire trust corpus.° One of the 
reasons for this provision is to make certain 
that whatever corpus is still on hand when 
the widow dies will be includible as part of 
her taxable estate.’ (It will be remembered 
that interests over which a person holds a 
general power of appointment are regarded 
as belonging to that person for estate tax 
purposes.) 

The proceeds of insurance on the hus- 
band’s life are governed by provisions that 
closely parallel those applicable to trusts. 
For life insurance proceeds to qualify for 
deductibility under the marital deduction, 
the policies need not be payable outright to 
the widow. The proceeds may be left with the 
insurance company; but in such case all 
amounts coming due during the widow’s life 
must be payable to her in annual or more 
frequent installments, and she must be given 
a general power to appoint the proceeds pay- 
able after her death.* 

Last, but not least, there is a limitation on 
the amount that may be deducted under the 
marital deduction. In connection with this 
limitation, the act imparts a new term into 
the estate tax law. The term is “adjusted 
gross estate,” which means the gross estate, 
less debts and expenses.* The maximum 
amount deductible under the marital deduc- 
tion is one half of the husband’s adjusted 
gross estate.” 


How Much Can Be Saved? 


Assume that the husband’s estate is en- 
titled to the maximum marital deduction, 
namely, one half of his adjusted gross estate. 
It is a simple matter to compute the sav- 
ings immediately attributable to the marital 
deduction. Take, for example, an adjusted 


5 Code Section 812 (e) (1) (F). 

6 Ibid. 

7 Supplementary Report of the Senate Finance 
Committee, p. 16. 

8 Code Section 812 (e) (1) (G). 

® Code Section 812 (e) (2) (A). 

1 Code Section 812 (e) (1) (H). 
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gross estate of $300,000. Barring the marital 
deduction, the tax would be $59,100. How- 
ever, allowing for the maximum marital de- 
duction, only $150,000 would remain taxable. 
The tax on $150,000 is $17,500. The estate 
tax reduction initially attributable to the 
marital deduction is, therefore, $41,600” 
(viz., $59,100 — $17,500). 


However, the $41,600 represents the maxi- 
mum reduction that can be realized. In all 
likelihood, part of the initial saving of 
$41,600 will be lost later. The reason is 
that the $150,000, which by virtue of the 
marital deduction escaped being taxed as 
part of the husband’s estate, may—in fact, 
probably will—ultimately be taxed as part of 
the widow’s estate when she dies. It is im- 
possible to foretell whether the $150,000 will 
be taxed as part of the widow’s estate and, if 
so, at what rates. The widow may spend 
the $150,000 or make gifts of it to her chil- 
dren or others. On the other hand, part or 
all of the $150,000 may still be heid by her 
or held in trast for her when she dies and 
form part of her taxable estate, which estate 
could be in low brackets or high. These 
and many other variables render it impos- 
sible to predict the over-all tax saving trace- 
able to the original allowance of the marital 
deduction in the husband’s estate. 


In order to reach some estimate—howso- 
ever rough—of the over-all tax saving, it 
will be assumed that the widow retains the 
eritire $150,000, and that it ultimately con- 
stitutes her entire taxable estate. Applying 
these assumptions to the case of a husband 
having an adjusted gross estate of $300,000, 
the over-all tax reduction—as distinguished 
from the initial tax reduction discussed 
above—would be the difference between 
$59,100 and two times $17,500—a saving of 
$24,100 (The $59,100 would be the tax on 
an adjusted gross estate of $300,000, barring 
any marital deduction. The tax on an ad- 
justed gross estate of $300,000, less the 
marital deduction of $150,000, is $17,500. 
The tax on the wife’s $150,000 estate is like- 
wise $17,500.) 


There follows a taxable showing, among 
other things, the initial reduction and the 
over-all reduction. As to both, it is as- 
sumed that the maximum marital deduction 
has been taken. Moreover, the over-all re- 
duction is computed on the assumptions 
made above, viz., that the widow retains the 
interests which pass to her from her husband 
and that they constitute her entire taxable 
estate. 


1 Jt is this reduction which is referred to in 
the chart set forth below as the ‘‘initial federal 
estate tax reduction.”’ 
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The figures in the table allow the maxi- 
mum credit for state taxes. 





Federal Federal 

Adjusted Estate Tax Estate Tax 

Gross Estate with No with Maxi- 

of Decedent Marital mum Marital 

Spouse Deduction Deduction 
$ 120,000 9,340 0 
150,000 17,500 1,050 
200,000 31,500 4,800 
300,000 59,100 17,500 
400,000 87,700 31,500 
500,000 116,500 45,300 
600,000 145,700 59,100 
700,000 176,700 73,300 
800,000 206,900 87,700 
900,000 238,900 102,100 
1,000,000 270,300 116,500 
2,000,000 626,600 270,300 
3,000,000 1,049,400 438,600 
4,000,000 1,522,400 626,600 


In connection with the foregoing figures, 
there are three points which merit com- 
ment: 

(1) If the husband has an adjusted gross 
estate of $120,000 or less, the entire tax is 
avoided by reason of the $60,000 exemptions. . 

(2) There is a saving not heretofore men- 
tioned. Not only is there an over-all reduc- 
tion in the amount of tax payable, but 
payment of part of the over-all tax is de- 
ferred until the widow’s death. In the mean- 
time, the widow enjoys the income from the 
money. 

(3) For the time being, the table might 
prove misleading because of the present con- 
flict between the new federal estate tax pat- 
tern and existing state death tax patterns. 
For instance, a trust which is deductible 
under the federal marital deduction will not 
be deductible under the present New York 
death tax because there is as yet no New 
York provision for any marital deduction. 
On the contrary, a trust which qualifies for 
the marital deduction under the federal law 
will be taxed twice under the present New 
York law—once when the husband dies and 
again when the wife dies. This means that for 
the time being, at least, federal estate tax 
reduction made possible under the new fed- 
eral law will be partly offset by increased 
state death taxes. However, this situation 
must be regarded: as purely temporary. 
New York and many of the other common- 
law states have agitated for tax equality with 
the community property states. It seems un- 
thinkable that these states will now fail to 
enact death tax laws conforming to the new 
federal estate tax pattern. When and if the 
state tax laws are changed, the aforede- 
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Federal 
Estate Tax Initial Over-all 
on Estate Federal Federal 
of Surviving Estate Tax Estate Tax 
Spouse Reduction Reduction 
0 9,340 9,340 
1,050 16,450 15,400 
4,800 26,700 21,900 
17,500 41,600 24,100 
31,500 56,200 24,700 
45,300 71,200 25,900 
59,100 86,600 27,500 
73,300 103,400 30,100 
87,700 119,200 31,500 
102,100 136,800 34,700 
116,500 153,800 37,300 
270,300 356,300 86,000 
438,600 610,800 172,200 
626,600 895,800 269,200 





scribed offset will vanish—and the federal 
tax reduction will be augmented by a cor- 
responding state reduction.” 


Maximum Deduction 


If the husband wants to make sure that 
his estate will become entitled to the maxi- 
mum marital deduction allowed under the new 
law, his testamentary gift to his wife, whether 
made outright or in trust, should be couched, 
it is believed, in terms of his adjusted gross 
estate. If the devolution of the entire estate 
is governed exclusively by the will, the gift 
to the wife should be one half of the ad- 
justed gross estate as finally determined. 
However, if there is insurance or other in- 
terests, such as joint bann accounts, passing 
dehors the will, then the testamentary gift to 
the wife should be such amount as, together 
with the insurance and such other interests 
passing to her, will equal one half of the 
husband’s adjusted gross estate. 

There would seem to be no other method 
of making certain that the interests passing 
to the wife will equal precisely one half of 
the husband’s adjusted gross estate. Fixed 
amounts cannot be used because there is no 
way of predicting what the husband will 
own by the time he dies or what valuation 
the government will place on it. 

The marital deduction is decreased by the 
amount of death taxes, whether state or fed- 

(Continued on page 464) 


2 The new federal act has already brought 
about a corresponding state tax reduction in 
Florida because Florida estate tax is measured 
by the federal tax. The state tax is eighty per 
cent of the basic federal tax. The same situa- 
tion prevails in several other states. 
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NEW ESTATE AND GIFT TAXES 








How They Affect Estate Planning 


By CHRISTIAN M. LAURITZEN II 


DOES THE NEW LAW MAKE ESTATE PLANNING UNNECES- 
SARY? ... NOTHING COULD BE FURTHER FROM THE TRUTH 
... TAX SAVING IS MORE IMPORTANT UNDER THE NEW LAW 


Will THE PASSAGE of the Revenue 
Act of 1948 on April 2, a new era of 
estate planning came into being. Years will 
pass before all the problems created by this 
drastic revision of our estate tax structure 
have been worked out,’ and it is not the 
intention of this article to investigate all of 
these intricate questions or discuss all of 
the estate planning devices which come 
within the ramifications of the new law. 
Certain basic factors are reasonably clear at 
this time, however, and should be carefully 
considered by anyone engaged in estate 
planning. 

So widespread has been the publicity at- 
tending the enactment of the Revenue Act 
of 1948 that a detailed discussion of its 
estate tax provisions is probably unneces- 
sary here. It seems sufficient to state that 
a new section” has been added to the In- 
ternal Revenue Code which permits each 
spouse to give up to fifty per cent of his or 
her property to the other without having 
such property taxed as a part of the dece- 
dent’s estate. The exemption from estate 
tax is achieved by creating a deduction for 
the amount of the property transferred by 


1 For instance: Suppose A dies leaving by his 
will real estate to his wife for life with a general 
power of appointment by deed or will. If this 
property had been left in trust, the provisions 
of Section 361 (a) (1) (F) (Code Section 812 (e) 
(1) F)) make it clear that the marital deduction 
is applicable. This section does not seem to ap- 
ply to legal life estates, however, with the result 
that Section 361 (a) (1) (B) (Code Section 812 
(e) (1) B)) seems to govern and to make the 
marital deduction inapplicable because the legal 
life estate is a terminable interest. Thus, the 
Treasury may hold that the real estate is fully 
taxable in the husband’s estate and, under cur- 
rent law, is again fully taxable in the wife’s 
estate—a result directly contrary to the intent 
of the Revenue Act of 1948. 

2 Section 812 (e.) 
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the decedent to the surviving spouse. The 
amount of the deduction, however, is limited 
to fifty per cent of the value of the dece- 
dent’s estate. In general, this deduction is 
allowable only if the property passing to the 
surviving spouse is taxable in the estate of 
that spouse.* If the interest of the surviving 
spouse is not such as to be taxable at death 
(i. e., a life estate), the new marital deduc- 
tion is not allowable.‘ 


Greater Necessity 
for Estate Planning 


The first and perhaps most basic idea 
which must be learned from the new rev- 
enue act is the vital necessity for estate 
planning. Many taxpayers have the mis- 
taken idea that the passage of the new act 
makes estate planning unnecessary. Nothing 
could be further from the truth. In fact, the 
tax savings resulting from the Revenue Act 


For example, if A creates a testamentary 
trust for his wife, giving her the income for 
life and a general power of appointment over 
the corpus, the marital deduction is allowable 
as to the property forming the corpus of the 
trust. See Section 812 (e) (1) (F) and the dis- 
cussion in the Senate Finance Committee Report 
on H. R. 4790. The corpus of a trust subject to 
a general power of appointment is, of course, 
taxable to the holder of the power. 

4For example, if A devises land to his wife 
for life with remainder to his son B, the marital 
deduction is not allowed as to the life estate to 
the wife. A life estate, of course, is not taxable 
on the death of the life tenant, so such interest 
is not taxable to the wife on her death. See the 
second example in the Senate Finance Commit- 
tee Report dealing with Section 812 (e) (1) (B). 
Under the new terminology established by the 
act, a life estate is known as a terminable in- 
terest, and the marital deduction is not allowed 
as to terminable interests—with, of course, cer- 
tain exceptions. See Sections 812 (e) (1) (F) and 
(G). 
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of 1948 are less than those secured through 
estate planning under the old estate tax laws! 


For example: Suppose Mr. Watson is 
worth $260,000. Believing that he no longer 
need concern himself with estate planning, 
he contents himself with a simple will leav- 
ing everything to his wife. The tax conse- 
quences under the new revenue act are as 
follows:° 


Total estate of Mr. W. ....... $260,000 
Taxable estate of Mr. W. ..... 130,000 
Estate tax on Mr. W.’s death.. 12,000 
Mrs. W.’s total estate 248,000 
Estate tax on Mrs. W.’s death.. 45,000 

Total estate taxes 57,000 


Now compare the estate taxes of Mr. 
Johnson, who died in 1947, also leaving an 
estate of $260,000, but who took advantage 
of the tax savings made possible by estate 
planning and left his property to his wife 
for life with remainder to his children: 


Total estate of Mr. J. .........$260,000 
Estate tax on Mr. J.’s death.... 48,000 
Estate tax on Mrs. J.’s death... 

Total tax 


Thus, Mr. Johnson and his wife paid 


$9,000 less in estate taxes than Mr. and Mrs.° 


Watson, who had the benefit of the new 
marital deduction. In the case of larger 
estates, the difference is even more startling. 


Suppose, for example, that Mr. Watson 
had an estate of $520,000: 


Total estate $520,000 
Taxable estate of Mr. W. ..... 260,000 
Estate tax on Mr. W.’s death.. 48,000 
Residue to Mrs. W. .......... 212,000 
Mrs. W.’s half share free of 


Mrs. W.’s total estate......... 


Estate tax on Mrs. W.’s death.. 108,000 
Total estate taxes 156,000 


5It is assumed that Mrs. Watson has no prop- 
erty of her own and that her husband’s entire 
estate passes to her diminished only by the 
amount of the federal tax. It is also assumed 
that the bequest to Mrs. Watson is properly set 
up so that the full marital deduction is avail- 
able. For convenience, all figures have been 
rounded to the nearest thousand. 

* Of course, Mr. Watson paid less taxes in 1948 
than he would have paid under the former law. 
Had he died in 1947 leaving his estate of $260,000 
outright to his wife, his taxes would have been: 


Taxable estate 

Estate tax on Mr. W.’s death... 

Mrs. W’s estate ...> 242000 

Estate tax on Mrs. W.’s death... 35,000 
Total estate taxes 83,000 


Thus, the new law saves Mr. Watson some 
$26,000 in estate taxes; but he still pays $9,000 
more than Mr. Johnson, who did not have the 
advantage of the new law. 


Estate Planning 


Now compare the taxes of Mr. Johnson, 
who died in 1947, with an estate of the same 
size but set up to save taxes: 

Total estate 

Estate tax on Mr. J.’s death... 

Estate tax on Mrs. J.’s death... 

Total estate taxes ........ 


122,000 


Thus, by the simple device of leaving his 
estate in trust for his wife for life, Mr. John- 
son paid $34,000 less in estate taxes than 
Mr. Watson, who relied solely on the tax 
savings possible under the new law from the 
use of the marital deduction. This demon- 
strates conclusively that the estate taxes 
under the new law are actually higher than 
they were under the former law when the 
tax saving techniques of estate planning 
were employed! 


It is clear, therefore, that the changes 
effectuated by the Revenue Act of 1948 do 
not dispense with the necessity for estate 
analysis and tax planning. On the contrary, 
the new law makes estate planning more 
necessary than ever before if maximum tax 
savings are to be achieved. 


By way of illustration, let us return to the 
case of Mr. Johnson to see how he and his 
tax adviser can reduce his estate tax liabil- 
ity through the use of proper estate planning 
techniques. (We assume now, of course, that 
Mr. Johnson does not die in 1947.) Mr. 
Johnson sets up his $520,000 estate so that 
one half goes in trust to his wife for life 
with a general power of appointment, and 
the other one half goes in trust to her for 
life with remainder to the Johnson children. 
Under the Revenue Act of 1948, a life estate 
to a spouse in trust constitutes a marital 
deduction under Section 812(e) if the spouse 
has a general power of appointment over the 
corpus of the trust,” not if the spouse does 
not have such a power.’ 


As a result of planning his estate in this 


way, Mr. Johnson’s estate taxes are now as 
follows: 


Total estate of Mr; J. .....2.0.. $520,000 
Taxable estate on Mr. J.’s death. 260,000 
Estate tax on Mr. J.’s death... 48,000 
Mrs. J.’s taxable estate 260,000 
Estate tax on Mrs. J.’s death... 48,000 

Total estate taxes 96,000 


As we saw above, Mr. Watson, with the 
same size estate but without the use of tax- 
saving techniques, incurs on the death of his 
wife a total estate tax of $156,000. Thus, by 

(Continued on page 461) 


7 Section 812 (e) (1) (F) (Section 361 (e) (1) 
(F) of the Revenue Act of 1948). 


8 See Senate Finance Committee Report deal- 
ing with Section 812 e (1) (B). 
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THE WITHHOLDING SYSTEM 


NEEDS REVISION 


A PERTINENT SUGGESTION FOR ELIMINATING WITH- 
HOLDING OF EXCESS AMOUNTS AND MINIMIZING THE 
NECESSITY OF REFUNDS . . By JOSEPH A. SCHAFER 


7 INAUGURATION of the “pay- 
as-you-go” system, the filing of Form 
W-2 and the determination of tax by reference 
to tables, were attempts to simplify the 
procedure of collecting federal income taxes 
from individuals. While these changes ad- 
mittedly are improvements, simplification 
is far from an accomplished fact. 


Annually the taxpayer is forced to worry 
over the filing of a tax return and concern 
himself with the intricacies of the income 
tax law, about which he is still in a helpless 
state and never can hope to attain a proper 
understanding. It is not enough that an 
amount is extracted from his income all 
during the year for the apparent tax he 
must contribute to the government; at 
the end of each calendar year he must 
file a report of the total he has earned 
during the year, the tax withheld there- 
from, his exemptions, and other infor- 


Individual income tax returns . 


Employers’ returns for withheld taxes 


Declarations of estimated tax 


Total number filed 


The Processing Division of the Internal 
Revenue Bureau in New York City received 
and processed 160,000,000 documents of all 
kinds during the fiscal year 1946. That 
division was engaged in assembling and 
sorting documents evidencing withholding 


mation. In any event, the actual tax 
applicable to him will be more or less 
than the tax withheld or paid by him. Settle- 
ment follows, either by payment of the balance 
still due or by refund from the government 
for the excess. Notwithstanding the pre- 
vious attempts at simplification, not one 
return in all the millions filed each year 
has been eliminated. On the contrary, 
many more millions of documents are 
required each year. 


The purpose of this article is to present 
a collection system whereby the great 
majority of individuals in the bracket under 
$5,000 may dispense with the filing of 
income tax returns each year. 


Government Procedure 


The following is a comparison of the re- 
turns filed with the government during the 
last two fiscal years: 


-—-—Fiscal Year 
1946 1945 
. 46,546,696 48,370,226 
8,541,915 8,002,360 
7,119,229 9,368,503 


...+ 62,207,840 65,741,089 


or prepayment of income tax, and in 
associating and comparing the documents 
with the annual returns filed by individuals. 
In connection with returns showing over- 
payment, it also prepared refund schedules 
for certification by the collectors in some 


Mr. Schafer is a certified public accountant, Philadelphia 
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of the collection districts. The principal 
operations were the crediting and refunding 
of overpayments disclosed on income tax 
returns and the subsequent verification and 
audit of the returns. 


The enormous quantity of returns in 
comparison with prior years resulted from 
the broadening of the tax base, while the 
increased rates of tax required by wartime 
expenditures caused a tremendous increase 
in the taxes collected. The collection of 
income taxes from individuals is far from 
a simple matter for the government; thou- 
sands of employees are necessary to process 
the stacks and bales of returns that are 
filed each year. The processing of these 
millions of returns represents a gigantic 
task, and regular procedures must be 
employed in the control of the returns 
and the accounts of the millions of 
taxpayers. 

First of all, the returns that are received 
must. be listed on assessment lists in all 
the collection districts in the country. 


Every return listed thereon is automatically 
assigned an account number according to 
the prescribed numbering system for the 
various types and classes of returns. The 
list shows such information as the number, 
and name and address of the taxpayer, 
debit and credit amounts, and balances. 
The lists are arranged in blocks of 100 


items, totals are obtained for each block, 
and the aggregate amount of all the block 
totals are entered on an assessment certifi- 


cate. Later the listing must be verified 
and proved. Accuracy is of the utmost 
importance, and errors must be kept at 
a bare minimum since millions of taxpayers’ 
accounts are involved. The next step is 
the balancing and closing of the assessment 
lists, which includes adding the lists by 
blocks, correcting errors, and recapitulating 
the totals. 

The next task is the segregation of the 
returns. The collectors’ offices retain all 
returns made on Form W-2 and _ those 
returns on Form 1040 which have adjusted 
gross income under $7,000, provided total 
receipts from business or profession do 
not exceed $25,000. Of approximately 
26,500,000 Form 1040 returns filed during 
1946, almost 25,000,000 were retained in 
the collectors’ offices. The returns not re- 
tained by the collectors are forwarded to 
the Income Tax Unit in Washington for 
review or examination. In any event, all 
forms and returns must be checked for 
correctness of the tax liability, which checking 
involves verification of computations for 
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mathematical errors, review of exemptions 
claimed, review of deductions taken, and 
scrutiny for other apparent discrepancies. 
Returns that are incorrect within a certain 
minimum amount may be accepted because 
the difference in tax is:too small to warrant 
action. In the case of erroneous returns, 
the taxpayer is sent a report of the changes 
resulting from the income tax audit and 
is required to remit the amount of any 
deficiency, or receives a refund for any 
overassessment. 


Another task is the compilation § of 
statistics. This «involves coding, card 
punching, tabulating and verifying. The 
items of income are classified according 
to the statistical code; then cards are 
punched for the transcribed data, and 
sorted, segregated and tabulated for the 
particular statistical groups. At the same 
time, the cards and the data thereon are 
verified. Later the data is analyzed, corre- 
lated and retabulated for administrative 
and other purposes. Finally, all returns 
and documents must be controlled, re- 
corded and filed. It will be seen, therefore, 
that the matter of processing the many 
millions of returns demands the services of 
a tremendous office force. 


Criticism 

The conclusion must be reached that not 
only is the system a matter of special 
concern to millions of taxpayers year after 
year, but also that it requires an adminis- 
trative setup of far-reaching proportions. 
Tons of paper must be acquired for the 
millions of documents and forms to be 
printed and distributed, and hours of time 
must be spent by the taxpayers in com- 
pleting and filing the prescribed returns. 
Collectors’ offices are swamped with the 
returns, and all of the tasks recited in the 
preceding paragraphs must be performed, 
involving days of labor by thousands of 
employees. Heavy costs are incurred in 
handling and transporting the cases of 
documents, and a great area of space is 
required for the filing and _ storing of 
the stacks of documents. The cost of 
materials, salaries, shipping and facilities 
must be a considerable amount. 

Where refunds are made to taxpayers, in- 
terest at the rate of six per cent is awarded 
from the date of filing (March 15). For 
the fiscal year 1945, individual claims num- 
bered 19,229,804, upon which $802,162,654 
was. refunded. This amount included 
$28,774,949 for interest. For the fiscal year 
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1946, over 30,250,000 refunds were made 
to taxpayers (on overpaid 1945 income 
taxes) in the total amount of almost 
$1,500,000,000; this amount represents the 
return of about eight per cent of individual 
income tax revenue collected for the 
calendar year 1946. The payment of in- 
terest on refunded taxes amounted to about 
$22,000,000 for 1944, $17,000,000 for 1945, 
and $4,600,000 for 1946. The great reduc- 
tion of over $12,000,000 in interest cost 
last year resulted from a more efficient 
method of handing the refund claims and 
the prompt refund of the money due taxpayers. 
The enormous number of refunds each year 
is the fault of the withholding tax system. 
First the employer withholds the tax from 
the employees; because too much has been 
withheld, the government, months later, 
must repay the taxpayers. Such a system 
of collecting money and then returning 
it, seems to be a needless waste of time, 
effort and expense, as well as an un- 
necessary inconvenience to the taxpayers 
affected. 


Finally, the system has created an unde- 
sirable practice related to the preparation 
and filing of returns by the taxpayers. 
As stated above, the taxpayer cannot be 
expected to know the complexities of the 
income tax law. Consequently, when the 
time comes for tending to these tax matters, 
he is forced to seek assistance from others. 
The bewildered taxpayer responds to ad- 
vertisements for the rendering of such help 
in barber shops, tailor shops, drug stores, 
real estate and insurance offices, and per- 
haps in other places. But for such assist- 
ance he must pay a fee ranging from $2 or 
$2.50 up, depending on the type of return 
filed. The taxpayer realizes his obligation, 
and in his helplessness must avail himself 
of such aid. Actually, any fee that must 
be paid is really an addition to the cost 
of the tax. Pouring out additional millions 
besides the tax by the many who feel they 
need help, seems to be an unwarranted 
and an unfair imposition on the taxpayers, 
especially those in the low income brackets. 


Proposed Change 


To overcome the many weaknesses of 
the system, a method should be established 
to afford true and complete simplification 
in every respect. To accomplish that 
objective, the amount withheld by the 
employer from the employee’s wages should 
represent the actual tax liability. If that 
were the case, the taxpayer would be exactly 
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even with his obligation at the end of the 
year, and could be excused from filing 
a tax return to report his earnings and 
the related tax thereon. In other words, 
the taxpayer would be relieved of his 
annual headache and the government would 
save millions of dollars of expense. While 
a move in that direction was made under 
the present system by establishing closer 
conformity between the withholding tables 
and the tax tables so that the difference 
would be negligible when the two results 
were compared at the end of the tax year, 
it is still necessary for taxpayers to file 
returns, even if there is only a slight dis- 
crepancy in the settlement of the tax. 


It might be objected that to excuse 
millions of individuals from the filing of 
returns is undesirable on the grounds 
that filing returns forces them to take an 
interest in their government and makes 
them cognizant of the high costs for which 
they must pay taxes. On the contrary, 
the use of the taxing system for such 
purposes is undesirable. You cannot make 
a good citizen merely by making him pay 
taxes; paying taxes is generally regarded 
as an unpleasant duty. Furthermore, if 
his taxes are withheld from his earnings, 
he certainly will be informed of the fact 
that some of his funds are being appropri- 
ated to meet the costs of government. 
Making good citizens is the task of our 
educational system. 


In devising a system that will dispense 
with the filing of tax returns, it will be 
necessary to eStablish a single effective rate 
of tax which, when applied to the income, 
will represent the actual tax liability in 
full—no more, no less. Such rate must 
také into consideration all factors, such 
as personal exemptions, deductions and 
combination of the normal tax and surtax. 
With respect to salaries and wages, special 
consideration in the rate might be given 
to the fact that such income represents 
earned income. Withholding would be 
accomplished by the employer in the same 
manner as at present, but the system would 
be expanded to cover all taxpayers in a 
certain income group without exception. 
In other words, every wage earner would 
be brought into the system, whether he 
is a factory worker, agricultural laborer 
or domestic servant. In all cases the em- 
ployer would be responsible for withholding 
the proper amount from the employee’s 
compensation, and for reporting the facts 
periodically, together with the payment of 
such withheld funds to the government. 
The tax relationship between the employee 
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and the government would be effected 
through the employer, and for purposes of 
verification the employer’s records would 
be available. It would be the employee’s 
responsibility to inform the employer of 
the number of exemptions claimed by means 
of the Employee’s Withholding Exemption 
Certificate (Form W-4). 


For certain payments for services by 
individuals which possibly may be excluded 
from withholding, such as for casual labor 
and professional or other services in which 
the employee-employer relationship does 
not exist, the payor would be required to 
file information reports of all such pay- 
ments over a certain amount during the 
course of a year. At present information 
returns (Form 1099) are filed by payors of 
certain income to insure that the recipient 
includes such amounts in his income on 
the tax returns. A separate information 
return is required for each payee for the 
amounts actually paid, credited or set aside 
for the taxpayer during the year. The 
requirements cover payments of compensa- 
tion totaling $500 or more during the year; 
but if a portion of such compensation has 
been used in connection with the with- 
holding of tax and reported on a with- 
holding statement (Form W-2), only the 
remainder need be reported on Form 1099. 
Included in these reports are fees paid to 
attorneys, physicians, and other professional 
men for services; and amounts paid for 
interest, rent, royalties, annuities and other 
fixed or determinable income. Also re- 
ported are dividend payments for amounts 
of $100 or more paid during the year. 


This withholding system not only should 
cover salaries and wages, but should be 
extended to all payments to individuals for 
dividends, interest, annuities and pensions, 
with respect to which the matter of with- 
holding at the source will be a simple 
matter. Since the majority of taxpayers 
are wage earners, who will use their exemp- 
tions in connection with the withholding 
from their wages, withholding on dividends 
and the other items will be based on the 
entire amount of such payment. In a 
particular case an individual may obtain 
exemption from withholding on dividends 
and the other items if he files with the 
withholding agent a signed statement claim- 
ing the benefit of exemptions, and affirming 
that his income does not exceed the exemp- 
tions and that he is not liable to tax on 
such income. 


It is proposed to include in this system 
all taxpayers whose income is less than 
$5,000 during the year, and whose income 
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is derived from salaries or wages, dividends, 
interest, annuities and pensions. Since all 
taxpayers in that group would have the 
entire amount’of tax withheld from their 
income all during the year, they would not 
be obliged to file tax returns for that year 
unless they received other taxable income 
not subject to withholding. 


In order to achieve the utmost simplicity, 
a single flat rate could be applied to income 
up to $5,000. On the other hand, only a 
little more inconvenience would be expe- 
rienced with a certain rate for income up to 
$3,000 and a different rate for income in the 
$3,000 to $5,000 bracket. As to income 
from dividends, interest, annuities and pen- 
sions, the withholding rate likewise would 
cover amounts up to $5,000, but perhaps at 
a slightly higher rate because such income 
does not represent earned income, as do 
salaries or wages. Congress has the power 
to fix the tax rates, and certainly could 
authorize a system operating in that 
manner. 


Where income is over $5,000, a return 
on which the proper income would be 
reported and credit taken for any tax 
withheld at the source, based on statements 
of such information obtained from the 
payors, would be required. The same would 
apply to cases in which miscellaneous in- 
come must be reported by the recipients. 
A return also could be filed to correct or 
adjust the tax withheld or otherwise paid 
during the course of the taxable year and 
found to be erroneous. 


For incomes over $5,000 from salaries, 
wages, dividends, interest, annuities and 
pensions, alternative methods could be em- 
ployed. The withholding principle could 
be applied to any extent, provided the 
single effective rates were on a graduated 
scale to cover the higher brackets of income. 
In that event, such incomes would be 
fully taxed and therefore could be excluded 
from the income tax computation; only the 
other miscellaneous income not subject to 
withholding would be included in the com- 
putation. Otherwise, all income could be 
reported on the return and credit taken in 
the tax computation for the tax already 
paid. 


Under this system, no tax would be 
withheld on salaries or wages until the 
basic exemption claimed had been applied 
against that income by the employer. 
Thereafter, the earnings would be subject 
to the withholding rate, and the tax so 
collected would represent the full amount 
of tax due, so that the taxpayer would 
be relieved of all further obligation with 
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respect to that tax. It would be necessary 
for the withholding exemption certificates 
to be up to date at all times in order that 
the employer might know the proper 
amount of earnings exempt from with- 
holding, and also that he might know at 
exactly what amount to apply the with- 
holding rate. Where an employee changed 
jobs frequently during the year, it also 
would be required that the previous em- 
ployer communicate to the new employer 
the total amount earned up to that date by 
the employee, in order that it might be 
known whether the full amount of exemp- 


Single Person 
No Dependents 


Total taxable income 

Less: 
Exemptions 
Deductions—10% .. 
Earned income credit—10% 


Amount subject to tax ee eee 
Tax based on 1946 rate—20%, less 5%. 


Effective rate on total taxable income. . 8.87% 


Effective rate on income after exemp- 


In the case of the single person above, 
instead of withholding 8.87 percent from 
salaries all during the course of the taxable 
year, nothing would be withheld until the 
earnings exceeded the basic exemption of 
$1,000; from then on during the rest of the 
vear the withholding would be on the 
$2,000 balance of earnings at the rate of 
13.30 percent. The amounts withheld would 
then total $266, the correct tax on the total 
taxable income of $3,000, and this taxpayer’s 
case would be settled without further ac- 
tion on his part. 

In the same way, the married person 
with no dependents would not have 2.53 
percent withheld from his earnings all 
during the year; instead, nothing would be 
withheld until his earnings exceeded his 


Single Person 
No Dependents 


Total taxable income 
Less: 


MENTION ois siciy 5 hs wo eae 
Deductions—10% 


Amount subject to tax 


Tax based on 1946 rate—20%, less 5% 


Effective rate on total taxable income. . 10.77% 


Effective rate on income after exemp- 


16.15% 
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tion already had been applied to that per- 
son’s income. In the absence of such 
statement, the new employer would with- 
hold on the entire amount of earnings on 
the assumption that the exemption already 
had been applied. 


Illustrations 


Example 1: The entire income is from 
salaries, and consideration is to be given 
to the fact that it is earned income. Ex- 
emptions are allowed at $1,000 per person 
and $500 for each dependent. 


~——Married Person———\ 


No Dependents Two Dependents 


$2,000 


basic exemption of $2,000, and from then 
on during the rest of the year the with- 
holding would be on the $1,000 balance of 
earnings at the rate of 7.6 percent, The 
amounts withheld would then total $76, 
the correct tax on the total taxable income 
of $3,000, and this taxpayer’s case would 
be settled. 


In the case of the married person with 
two dependents, on the basis of the amount 
allowed in this example for exemptions, 
there would be no withholding, as no tax 
would be due until total taxable income 
exceeded $3,666. 

Example 2: The entire income is from 
dividends, and exemptions for the same 
amounts as in example 1 are claimed before 
application of the withholding rate. 


7~———Married Person 
No Dependents Two Dependents 


$3,000 


2,300 


300 


13.30% 














This example assumes that no income 
is received from salaries or wages, and 
that in connection with the withholding 
from dividend payments the taxpayer 
would claim the benefit of exemptions to 
which he was entitled. In the case of the 
single person in this example, nothing 
would be withheld until dividend payments 
exceeded the basic exemption of $1,000, 
and thereafter the withholding would be 
at the rate of 16.15 percent, which would 
equal the tax due on the balance of divi- 
dend income during the rest of the year. 
In the case of the married person with no 
dependents, nothing would be withheld 
until dividend payments exceeded the basic 
exemption of $2,000, and thereafter the 


withholding would be at the rate of 13.30 
percent, which would equal the tax due 
on the balance of dividend income during 
the rest of the year. 


Example 3: There is $3,000 income from 
salaries, as in example 1, plus $2,000 addi- 
tional income from dividends. In this case 
exemptions would have been applied to 
income from salaries in example 1, and the 
additional income from dividends would 
be subject to withholding on the full 
amount at the effective tax rate. Com- 
putation is made at the same tax rate 
used in the other examples without in- 


crease for the higher income bracket of 
$3,000 to $5,000. 








Single Person §=————Married Person———_, 
No Dependents NoDependents Two Dependents 
Additional income from dividends... ..... S208. cee $2,000 $2,000 
Less: 
Additional deductions—10%..... .... | 200 $ 200 at 
ROG IPORUEROMENO SD: . obkicdince <inear peewee. Sos dsless 600 800 
Asoant subiect to tax. ..........6..° 6.0% SIROO kde ih. | $1,200 
Tax based on 1946 rate Reareeres kane rae ve 228 
Feimective Tate 2... ccc case ons EEMOM A 


In the case of the married person with 
two dependents, it would seem that 17.10 
percent should be withheld from the entire 
amount of additional income. This, of 
course, being the difference between $342 
and $228, would result in overpayment of 
tax. The cause of the discrepancy is the 
excess credit of $600 that was not applied 
against the income from salaries in ex- 
ample 1. Whether such a credit could be 
applied against dividends during the year, 
would depend upon administrative policy. 
If not, the taxpayer would be entitled to 
a refund at the end of the year. 

Withholding tables would be established 
to show the various rates applicable to 
the items of income subject to withholding 
according to exemption status, While the 
rates shown in the above examples are odd 
percentages for the purpose of illustration, 
it is contemplated that the rates to be 
established should be in flat percentages so 
that computations can be made quickly 
and readily. Instead of being burdened 
with an odd percentage such as 13.30 per- 
cent, perhaps 12% percent could be used; 
instead of 16.15 percent, perhaps fifteen 
percent could be used; instead of 17.10 
percent, perhaps seventeen percent could 
be used. It should be realized that all 
the rates will have to be correlated so that 
consideration is given to the types and 
levels of income. But in the interest of 
simplification, the rates must also be simple. 
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In the above examples, exemptions were 
allowed in the amounts of $1,000 per per- 
son and $500 for each dependent. In the 
opinion of the writer, those amounts should 
be the minimum based on fairness and 
equity. No income tax should be extracted 
from a single person having income under 
$1,000 or from a married couple having 
income under $2,000, as such incomes only 
sufficient to afford a suitable existence. 
To require tax payments on such low 
incomes would be to deprive a person of 
the essentials of life, especially in the case 
of a married person is this tragic, as it 
might deprive the family of bread and 
butter. Unfortunately, everyone cannot 
earn $5,000, whether it is the fault of the 
individual or of economic conditions. Under 
the circumstances, it would be equitable 
to excuse those persons from the obliga- 
tion of contributing to the government. 
The argument that all citizens should be 
made to pay income taxes to force them 
to take an interest in governmental matters 
is illogical. As mentioned hereinbefore, 
such desired objectives should be accom- 
plished by means of the educational system. 


In connection with the rates and 
amounts of tax shown in the above ex- 
amples, a comparison with other years might 
be of interest. The years compared are 
1940 and 1946, a prewar year and a postwar 
year: 
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Single Person =—-W—Married Person———\ 
No Dependents No Dependents Two Dependents 


Net income $3,000 


Income tax liability: 


$5,000 $3,000 $5,000 $3,000 $5,000 


1940 $ 84 $ 31 


485 


Example 1 (Salaries) 
Example 2 (Dividends) 
Example 3 (Salaries & Dividends) 


Effective Rates: 


Example 1 (Salaries) 
Example 2 (Dividends) 
Example 3 (Salaries & Dividends) 


It should be noted that for 1940 the 
personal exemption was $800 for a single 
person and $2,000 for a married person 
(as well as the head of a family); credit 
for each dependent was $400. In addition, 
there was a ten percent earned income 
credit based on wages, salaries, professional 
fees, and other amounts received as com- 
pensation for personal services actually 
rendered, Normal tax was at the rate of 
four percent. The surtax rate was four 
percent commencing at $4,000 of surtax 
net income. A defense tax of ten percent 
was added to both the normal tax and the 
surtax. 


In 1946 the personal exemption was $500 
for a single person and $1,000 for a married 
person; credit for each dependent was $500. 
The base for the computation of normal 
tax and surtax was the same, there being 
no difference in the application of ex- 
emptions. Normal tax was at the rate of 
three percent. The surtax rate was seven- 
teen percent on surtax net income under 
$2,000, and higher rates applied above that 
amount. A reduction of five percent was 
allowed from the amount of both the 
normal tax and surtax. 


Prior Plans 


The withholding principle is not new; 
we have had collection at the source for 
many years. In the case of certain tax-free 
covenant bond interest applicable to bonds 
issued before January 1, 1934, the corpora- 
tion had to withhold a tax equal to two 
percent of the interest, the owner of the 
bonds or recipient receiving a credit against 
his tax for the withheld amount. In the 
case of nonresident alien individuals and 
foreign corporations, withholding at a rate 
of thirty percent has been required for 
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fixed or determinable annual or periodical 
income, including interest, dividends, rent, 
salaries, wages, premiums, annuities, com- 
pensations, remunerations, royalties and 
emoluments. 


According to the July, 1942 report of 
the House Committee on Ways and Means, 
the Revenue Bill of 1942 was to provide 
for a system of collection of a portion of 
the individual income tax at the source 
on wages, dividends and bond interest. 
Effective January 1, 1943, a withholding 
rate of five percent on current income was 
called for; but in the case of wages and 
salaries, exemptions based on the marital 
and dependency status were to be deducted. 
With respect to dividends or bond interest, 
the withholding rate was to be applicable 
to the gross dividend or interest paid, 
without allowance for exemptions. If the 
taxpayer could show that his gross income 
for the year would not be in excess of the 
personal exemption and credit for depend- 
ents to which he was entitled, his income 
payments would be exempt from with- 
holding. The employer was to furnish the 
employee a written statement showing the 
amount of wages paid and the amount 
of tax withheld therefrom during the year. 
In the case of dividends and bond interest, 
the person to whom payment was made, 
was to be furnished a statement showing 
the amount of tax withheld in respect of 
such payment. These receipts would show 
the credit to which the taxpayer was en- 
titled for taxes paid on his income. Amounts 
not includible in gross income, such as 
interest paid upon federal, state or mu- 
nicipal obligations, which are wholly 
tax-exempt, were not to be subject to with- 
holding, In the case of bond interest, 
withholding was required only with respect 
to interest paid upon evidences of indebted- 
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ness having interest coupons or in regis- 
tered form. The person having control of 
the payment of wages, dividends or bond 
interest was required to collect the tax 
by withholding from such payments the 
required amount. Any person, such as a 
bank, other than the obligor, required or 
empowered to pay bond coupons or similar 
instruments was under the duty to with- 
hold the tax from such payments. Every 
withholding agent was made liable for the 
payment of the tax required to be with- 
held and collected. Receipts in all cases 
were to be in such form and contain such 
further information as the Commissioner 
of Internal Revenue with the approval of 
the Secretary of the Treasury prescribed. 
The withholding agent was to make a 
return and pay the withheld tax on or 
before the last day of the month following 
the close of each quarter of the calendar 
year. 


In its report of October 2, 1942, on the 
Revenue Bill of 1942, the Senate Committee 
on Finance failed to accept the provisions 
pertaining to the withholding of tax on 
dividends and interest. The application of 
the system of tax collection at the source 
was limited to salaries, wages and other 
forms of compensation for personal serv- 
ices, and eliminated dividends and bond 
interest for simplicity and ease of admin- 
istration. The House Committee receded 
from its position so that the withholding 
principle applied only to salaries and wages. 
While that proposal for withholding on 


Number of 
Returns 

39,395,300 
2,004,900 


Taxable returns: 
Returns under $5,000 
Returns from $5,000 up to $25,000... 


Total taxable returns 


Nontaxable returns 
Total all returns 


Total returns under $5,000 including 
nontaxable 


Ratio to all returns 


Summary of Income 


The following summary compares the 
aggregate income from various sources re- 
ported on returns with adjusted gross in- 
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41,400,200 
4,787,100 


46,187,300 


44,182,400 
95.66% 


wages, dividends and interest had been 
only with respect to a portion of the 
income, namely, five percent of the pay- 
ments, perhaps now is the appropriate time 
to have the system apply to the entire 
income from those sources. Complete sim- 
plicity can be attained only if the with- 
holding is based on the entire amount 
of income and the tax so withheld repre- 
sents the actual and final tax. 


Effect of Proposed System 


The number of taxpayers that would be 
affected by this proposed system can be 
ascertained by a review of the statistics 
of income published by the United States 
Treasury Department in its Treasury Bul- 
letins of March and April, 1946, relating 
to tabulations of individual income tax 
returns for 1944. The study was made by 
the Bureau of Internal Revenue and covered 
an estimated total of 46,187,300 returns on 
Forms W-2 and 1040 with adjusted gross 
income under $25,000. It was estimated 
that returns with adjusted gross income 
of $25,000 or more, not included in the 
study, number approximately 150,000 and 
have an aggregate tax liability of less than 
$5,000,000,000. 

The following summary of the study 
indicates that the returns with adjusted 
gross income under $5,000 represented 95.66 
percent of the total number of all returns, 
reported 85.01 percent of the aggregate 
adjusted gross income, and had 72.48 per- 
cent of the aggregate tax liability: 


Adjusted 
Gross Income 
$ 87,223,900,000 

15,682,700,000 


Tax 
Liability 
$ 8,528,400,000 
3,237,800,000 
$102,906,600,000 $11,766,200,000 
1,739,200,000 


$104,645,800,000 $11,766,200,000 


$ 88,963,100,000 
85.01% 


$ 8,528,400,000 
72.48% 


come under $5,000, to the aggregate reported 


on all returns up to $25,000 adjusted gross 
income: 











Source of Income 
Number of returns 


Salaries or wages (not including any salaries 
or wages not subject to withholding, re- 
ported with dividends and interest on 
Form W-2) 


Ratio to all returns 


Dividends and/or interest (including $41,000,000 
reported on Form W-2 as dividends and 
interest and salaries or wages not sub- 
ject to withholding) 


Ratio to all returns 


Annuities and pensions 


Mato to ail PEUMENS . 2... cee cde ween 
oR ee a OR PES aT 
eo es ee 
Income (less losses) from rents, royalties, 
businesses, professions, partnerships, 
estates, trusts, capital assets and other 
property 


Other income (prizes, alimony, recovery of 
prior deductions, and other sources)... 


Subtotal 


Of the returns with adjusted gross in- 
come up to $25,000, those under $5,000 
reported 90.53 percent of the aggregate 
amount of salaries or wages; 53.00 percent 
of the aggregate amount of dividends and/ 
or interest; 80.88 percent of the aggregate 
amount of annuities and pensions; or, for 
those sources of income which would be 
subject to withholding in full, 89.55 per- 
cent of the aggregate total of such income. 
In other words, complete withholding 
would apply to ninety percent of the in- 
come reported by those with adjusted gross 
income up to $25,000. On the other hand, 
returns would be required only for eleven 
percent of the total income reported by 
those with adjusted gross income under 
$5,000, eighty-nine percent of their income 
being subject to withholding requiring no 
further effort by the taxpayers affected. 


Frequencies of Income 


The frequences with which the various 
sources of income were reported on the 
46,187,300 returns are shown in the chart at 
the top of the following page. 


Ae en PIER, _.... $ 16,237,800,000 


$104,645,800,000 $88,963,100,000 100.00% 


All Returns Returns Under $5,000 
up to (Including Nontaxable) 
$25,000 Amount Per Cent 
46,187,300 44,182,400 ......... 


$ 86,002,100,000 $77,855,000,000 87.51% 


en ee 90.53% ee 


2,256,800,000 1,196,000,000 1.34% 
isis tn tins 53.00% aie 
149,100,000 120,600,000 159% 
ee ee 80.88% Te 


$ 88,408,000,000 $79,171,600,000 89.00% 
ee Rio naaceite 89.55% eee 








$ 15,773,000,000 $ 9,452,200,000 10.62% 


464,800,000 339,300,000 38% 














$ 9,791,500,000 11.00% 









The total of the frequencies will not 
agree with the total number of returns 
filed because some returns report more 
than one source of income. 


Of the returns with adjusted gross in- 
come up to $25,000 which reported salaries 
or wages, 96.58 percent were returns under 
$5,000; 84.53 percent for dividends and/or 
interest, 88.30 percent for annuities and 
pensions. As to the group under $5,000, 
salaries or wages were reported on 87.54 
percent of the returns, dividends and/or 
interest on 10.34 percent of the returns, 
annuities and pensions on .49 percent of 
the returns. Those which reported other 
classes of income on 9,485,800 returns, or 
21.47 percent, would be the only ones in 
the group under $5,000 required to file re- 
turns. However, only the 781,200, 1.77 per- 
cent, which reported miscellaneous income 
would require special attention by means 
of information reports (Form 1099) to safe- 
guard the tax revenue, and included in 
that number were 65,000 nontaxable re- 
turns, 
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All Returns Returns Under $5,000 


up to (Including Nontaxab!e) 
Source of Income $25,000 Number Per Cent 
Number of returns 





SEU aA ERP een Tree TR ea el ey 46,187,300 





44,182,400 100.00% 






Salaries or wages (not including any salaries or 
wages not subject to withholding, reported 
with dividends and interest on Form W-2)... 40,044,900 38,676,000 87.54% 


EGE iss UII oss oss Sica memcctaccne: Salads eee’ re 
Dividends and/or interest (including $41,000,000 
reported on Form W-2 as dividends and in- 
terest and salaries or wages not subject to 
SPIIRMNIIINR lr sod ou hat cdoene Rata eras 5,403,900 4,568,000 10.34% 
Mae RO tl POUNIRS:. cds. es sieaeceskmed. sb ataoaieees i. . ll aes 
Annuities and PENSIONS .. .<.. 6566 cece ce tenon 246,300 217,500 49% 
Ratio to all returns ........... 





Renae 88.30% 













Income (or losses) from rents, royalties, busi- 
nesses, professions, partnerships, estates, trusts, 






capital assets and other property .......... 9,716,900 8,704,600 19.70% 
Other income (prizes, alimony, recovery of prior 
deductions and other sources)........ er 893,700 781,200 1.77% 
OS ee ee ee Tee ae eer eee ee 10,610,600 9,485,800 










The following summary presents the num- alone or in combination with income from 
ber of returns reporting salaries or wages’ all other sources: 


All Returns Returns Under $5,000 










Source of Income up to (Including Nontaxab!e) 
$25,000 Number Per Cent 
Salaries: GP WARES GHEY 5. one cceee ohne on eee 32,492,900 31,908,600 82.50% 
MeattO 0G POEMENS «oe se occ dcicmeees Saori ys 98.20% 
Salaries or wages and dividends and/or interest.. 2,689,500 2,431,700 6.29% 
PeatiO tO: all TECIENS. ..6. 6 soe sesiscs oboe deers 6 vecttea Os 90.41% 



















UII oo 3, was aes Aes aE oe 34,340,300 
Wette GO Sn SOCREUS. . 25... ci recesses Seb ees 97.61% 


88.79% 





Salaries or wages and other income or loss (other 





than dividends and interest)............... 3,543,600 3,326,300 8.60% 
Salaries or wages, dividends and/or interest, and 
other mecome Gr Toss ......... 6.05. ckiviwes sees 1,318,900 1,009,400 2.61% 






Swot aibcns meats Liscuinenaees: =a 





4,335,700 11.21% 
















cee slags es i seg Cg, 38,676,000 100.00% 














Of the returns having adjusted gross also had income from sources other than 
income up to $25,000 which reported sala- those items. . Included in the 2,689,500 
ries, wages, dividends, or interest without returns having dividends and/or interest, 
any other income, 97.61 percent were re- together with salaries or wages, are 1,100,000 
turns under $5,000. As to the group under Forms W-2 on which were reported 
$5,000 on which salaries or wages were amounts of income under $100 from such 
reported, 88.79 percent reported no income sources as dividends, interest and salaries 
from any source other than salaries, wages, or wages not subject to withholding. 
dividends or interest; only 11.21 percent 


Withholding System 


Dividends and Interest 


The following summary presents the num- 
ber of returns reporting dividends and/or 


Source of Income 


Dividends and/or interest only . 
Ratio to all returns 


Dividends and/or interest and salaries or wages. . 


Ratio to all returns 


Subtotal 
Ratio to all returns 


Dividends and/or interest and other income or loss. . 


interest alone or in combination with income 
from all other sources: 


All Returns Returns Under $5,000 
up to (Including Nontaxable) 
$25,000 Number Per Cent 
148,000 138,800 
93.78% 
2,431,700 
90.41% 


2,689,500 
2,570,500 
90.59% 


988,100 21.63% 


Dividends and/or interest and salaries or wages 


and other income or loss 


Subtotal 


Of the returns having adjusted gross 
income up to $25,000 which reported divi- 
dends, interest, salaries or wages, without 
any other income, 90.59 percent were re- 
turns under $5,000. As to the group under 
$5,000 on which dividends and/or interest 
were reported, 56.27 percent reported no 
income from any source other than divi- 
dends, interest, salaries or wages, and 43.73 
percent had income from sources other 
than those items. 


Dividends and/or interest of less than 
$100 were reported on 3,128,700 returns, 
which included the 1,100,000 Forms W-2 
reporting amounts of income under $100 
from such sources as dividends, interest 


1,318,900 1,009,400 22.10% 


2,566,400 1,997,500 43.73% 


5,403,900 4,568,000 


100.00% 


and salaries or wages not subject to with- 
holding. Although no information returns 
have been required for dividend payments 
of less than $100 during the year, no in- 
come from that source would escape tax- 
ation under the proposed system because 
the proper tax would be withheld on all 
payments of dividends and interest. 
Corporations make dividend payments of 
approximately $6,000,000,000 annually in 
cash and other assets (other than the cor- 
poration’s own stock). The average num- 
ber of corporations, according to the cor- 
poration income tax returns filed on Form 
1120 each year, has been as follows: 


Average Number 


Corporations with net income 
Corporations with no income 


Inactive corporations 


The summary on the following page pre- 
sents the number of returns reporting other 
income, meaning all income other than salaries, 
wages, dividends or interest. 

As to the group under $5,000 on which 
other income was reported, 45.14 percent 
did not have other income from salaries, 
wages, dividends or interest; 54.86 percent 
had other income combined with salaries, 
wages, dividends or interest. 

The 9,703,300 returns in the group under 
$5,000 included 217,500 reporting annuities 
and pensions, which would be covered by 
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the proposed withholding system; 8,704,600 
reporting income (or losses) from rents, 
royalties, businesses, professions, estates, 
trusts, capital assets and other property, 
for which returns would be filed; and 
781,200 reporting “miscellaneous” other in- 
come for which returns also would be 
required, The latter included 65,000 non- 
taxable returns and 716,200 taxable returns. 

Included in the 6,110,000 returns up to 
$25,000 which reported other income in 
combination with salaries, wages, dividends 
or interest, were 878,500 returns which had 
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a net loss from the other income items. 
Presumably a taxpayer who suffered a net 
loss from the other income items would 
be able to obtain a refund if tax had been 


Source of Income 
Other income or loss only 
Ratio to all returns 


Other income or loss and salaries or wages 
Ratio to all returns ...... 


Other income or loss and dividends and/or interest 


Ratio to all returns .. 


Other income or loss and salaries or wages and 


dividends and/or interest 
Ratio to all returns 


Subtotal 


The scale of income for the “miscellaneous” 
other income, reported on all returns up to 
$25,000, is as follows: 

Number of 

Size of Income Returns 


CE GN ies ees vceesdn 230,400 





From 100to$ 500........ 396,200 

From 500to 1,000........ 142,100 

From 1,000 to 5,000........ 115,000 

From 5,000 to 25,000...... 10,000 
‘Total ...... 


Lauteoes -+s +00 SB 7O0 


As stated hereinbefore, an information 
return (Form 1099) would be required 
from any person making payment of other 
income amounting to $100 or more during 
a year. According to the above scale of 
income, only 230,400 returns had income 
from miscellaneous sources under $100 for 
which no information returns would have 
been submitted. Except for that small 
group, the requirements for filing returns 
and collection at the source on salaries, 
wages, dividends, interest, annuities and pen- 
sions, would prevent any considerable amount 
of taxable income from escaping taxation. 


Verification 


A great deal of administrative work 
would be eliminated by this method as the 
collection of income tax on incomes up to 
$5,000 would be on a mass production 
basis. Verification of the tax collected 
would be performed by means of the em- 
ployers’ quarterly reports, and not accord- 
ing to the more than 46,000,000 individual 
tax returns. Employers’ reports and re- 


Withholding System 





withheld from his salaries, wages, divi- 





dends, or interest. The majority of such 
cases would be those with losses from 


rents, capital transactions, etc., for which 


returns would be filed anyway. 





All Returns Returns Under $5,000 

up to (Including Nontaxable) 

$25,000 Number Per Cent 

eee 4,746,900 4,379,500 45.14% 
ee a ee 92.26% feet 
a 3,543,600 3,326,300 «34.28% 
Dd A 93.87% eer 
1,247,500 988,100 10.18% 

sn TS One 79.21% Siac 
ae 1,318,900 1,009,400 10.40% 


aes: abies 76.53% Adah 
sina 5,323,800 





54.86% 


9,703,300 100.00% 


cords should be completely covered in 
order that the system will function properly 
and that evasion of tax from this source 
will be nonexistent. Such examinations 
can be performed in a minimum of time as 
they will be comparatively simple, and will, of 
course, be restricted to the payroll records. 

Because of the elimination of consider- 
able work in the offices of the Collector 
of Internal Revenue and the Bureau of 
Internal Revenue, it would be possible to 
employ their agents in the thorough ex- 
amination of all other income tax returns 
filed, consisting of those over $5,000 for 
individuals, and all returns of businesses, 
including individuals, partnerships and cor- 
porations. A considerable amount of tax 
has escaped because of the inability of the 
Internal Revenue Bureau to cover a greater 
number of taxpayers in its examinations. 
The tremendous sum of over $1,250,000,000 
of additional tax was collected in one year 
from taxpayers who had understated their 
taxable income on tax returns. If that 
revenue had escaped collection, the chiselers 
would have benefited and that much more 
of a burden would have been placed on the 
honest taxpayers. 

It is a matter of fact that the chiselers 
recognize the government’s shortcoming 
with respect to examination of tax returns, 
and more and more are taking advantage 
of the situation. When the government 
is unable to cope with the system because 
of the great quantity of tax returns with 
which it is swamped, greater opportunity 
exists for the chiselers to get lost or to 
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OF WIDOWS AND TAXES 


By WILLIAM T. HODGE 


TAX ADVICE TO THE LOVELORN: 


IF MARRYING 


A WIDOW BY ALL MEANS CHOOSE A GUBERNA- 
TORIAL WIDOW, NEVER THE FIREMAN’S WIDOW 


OME reasonably recent promulgations, 
‘J both judicial and bureaucratic,’ have be- 
gun to clarify the tax advantages or dis- 
advantages of widowhood, not only for the 
widow herself, but also for others con- 
cerned. Since the early development of the 
common law took place when the world 
was a man’s world, it was not unnatural that 
the law was slow to accord many important 
legal attributes, if any, to the fair sex. As 
the world became more complicated and 
refined, thinking wandered from the simple 
truths; and today a woman’s legal attributes 
are a wondrous web of privileges, rights and 
immunities, accompanied by few duties or 
obligations. 


With these historical observations in mind, 
let us turn to a case in point in the tax 
field. What are the probabilities of a 
widow’s remarrying? The old-fashioned 
gentleman, if he ever had an occasion to 
consider such a question (and it is doubtful 
that he had),?-would have deemed it im- 
possible of any rational answer. It would 
depend, perhaps he would say, on the par- 
ticular widow. How old is she? Is she fair 
and winsome, or is she unlovely and gaudy? 
If he was cynical, he would inquire into her 
financial position. If he was morbid and 
suspicious, he might wonder exactly how 
she had become a widow. He might even 
suggest realistically that the future hopes 
and intentions of the widow had a bearing 
on the answer. In the end, however, he 
would undoubtedly take refuge in a mist of 


1 Administrative. 

2 It is submitted that by definition a gentle- 
man of the old school would not indulge in the 
type of rumination suggested. 


poetic gallantry and evade the question al- 
together. So much for the old school. 


Now for the modern school. What are 
the probabilities of a widow’s remarrying? 
The modern school, unabashed, will tell you 
the answer to the fourth decimal place. 
And the answer will not depend on such 
irrelevancies as the widow’s wealth, appear- 
ance or intentions. It is not a question of 
human nature, of romance, of love and such 
—it is pure mathematics and dollars and 
cents. 


Maresi Case 


For instance, one Pompeo M. Maresi was 
divorced from his first wife, Helen G. Maresi. 
The divorce decree provided, among other 
things, that Pompeo should pay Helen a 
certain amount for the rest of her life or 
until her remarriage. Later Pompeo pro- 
ceeded to die. His estate, however, was 
obligated to pay Helen a certain amount 
per month until she remarried or died. This 
obligation was, of course, a debt, and as 
such was deductible from Pompeo’s estate 
for purposes of the estate tax. The only 
problem was the amount of the debt. In 
other words, how big was the estate’s obli- 
gation to Helen? This, of course, depended 
on when she would die or on when she 
might remarry. Predicting death is an old 
science and presented no problem. Pre- 
dicting Helen’s remarital possibilities might, 
in a past era, have presented difficulties, but 
not today. The Commissioner of Internal 
Revenue, for the purposes of this case,* took 


3 Estate of Pompeo M. Maresi [CCH Dec. 
15,051], 6 TC 583; aff'd 156 F. (2d) 929. 





The author is an attorney with Leach, Calkins & Scott, 
Richmond, Virginia. He was formerly with the Tax Court. 
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the position of an old-fashioned gentleman. 
He elegantly argued that the contingency 
of remarriage was “too tenuous to be meas- 
urable,”’ and that therefore no deduction 
could be permitted. The Tax Court dis- 
agreed. The court did admit that “it is also 
true that marriage, as distinguished from 
death, is at least generally a result of the 
participant’s volition, and that the circum- 
stances of an individual case, rather than 
the laws of probability, will shape the result 
in any given situation.” (Italics for the 
qualifying phrase supplied.) Despite this 
qualified truth, the court concluded: ‘“Peti- 
tioner introduced in evidence exhibits and 
the testimony of a qualified actuary purport- 
ing to show that there was in existence an 
experience table dealing with the probabili- 
ties of remarriage of widows of various 
ages, based on the records of workmen’s 
compensation insurance organizations. The 
figures are said to be applicable throughout 
the United States, and to all levels of the 
social and economic community. From this, 
combined with a mortality table, it is pos- 
sible, of course, to extract a figure for the 
supposed present value of the claim.” (Italics 
ior the hearsay clause supplied.) 


With the characteristic obstinancy of the 


old school, the Commissioner appealed to 
the United States Circuit Court of Appeals 
for the Second Circuit. This august and 
learned body, after some preliminary ob- 
servations, affirmed the Tax Court but left 
the responsibility for the deed on the lower 
tribunal, with these words: “But upon an 
issue so insusceptible of accurate treatment, 
it appears to us that the choice of what 
may be relied upon should be even more 
than ordinarily in the hands of the Tax 
Court.” * Some of these preliminary observa- 
tions are worthy of note. Of this romantic 
theme, said Judge Learned Hand: “It must 
be remembered, however, that all actuarial 
tables tell us only how many individuals of a 
group defined by a given set of charac- 
teristics, have an added characteristic.” Fur- 
ther, the court said, this is “quite as true 
of longevity itself as of continued celibacy; 
the only difference is that as to the second, 
there is one added factor of uncertainty.” 
Then, with true statesmanship, the court 
stated: “However, although the demand for 
certainty has become less exacting, we agree 
that there is still a limit.’ (Italics for the 
reassuring clause supplied.) 


3efore leaving the interesting realm of 


probability, it is worth remembering that the 
realm of fiction is not only stranger, but in 





* This appellate technique for passing the buck 
has become known as ‘‘the kiss of Dobson.’’ 
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some instances stronger, than truth. For 
instance, suppose Helen Maresi had in fact 
remarried after Pompeo died and before his 
estate tax return had been filed. Do you 
think for one minute that this fact would 
have simplified the problem of determining 
how long Pompeo’s estate would have to 
pay her a monthly sum? Of course not. 
The probability excludes the actual. The 
Supreme Court of the United States itself, 
speaking through none other than Mr. Jus- 
tice Holmes, has so stated in the Ithaca Trust 
Company case.° Therein Mr. Stewart died 
leaving certain property in trust. His surviv- 
ing wife was to enjoy the trust income during 
her life, and at her death certain charities 
were to receive the benefits. Charitable con- 
tributions are deductible for estate tax pur- 
poses. The problem was how much the 
charitable contribution was worth, and this 
in turn depended upon how long the wife’s 
enjoyment of the trust income would post- 
pone its receipt by the charities. In other 
words, the question was: How long would 
the wife live? It was soon answered: Mr. 
Stewart’s widow died six months after he 
died and before his estate tax return had been 
filed. According to mortality tables, she 
should have lived longer. For computing 
the value of the charitable contribution, 
should the basis have been the probable 
longevity of the widow as of Mr. Stewart’s 
death, or her longevity as actual events 
turned out? Said Justice Holmes: 

“The first impression is that it is absurd 
to resort to statistical probabilities when 
you know the fact. But this is due to 
inaccurate thinking. . . . Like all values, as 
the word is used by the law, it depends 
largely on moré or less certain prophecies 
of the future, and the value is no less real 
at that time if later the prophecy turns out 
false, than when. it comes out true. 
Tempting as it is to correct uncertain prob- 
abililties by the now certain fact, we are of 
the opinion that it cannot be done, but that 
the value of the wife’s life interest must be 
estimated by the mortality tables.” 


On the basis of the above quotation, it 
would logically follow that if Helen Maresi 
had remarried within, let us say, the year of 
Pompeo’s death, the estate’s debt to her, 
for deduction purposes, would still have 
been determined according to remarriage 
probability tables and not acccording to 
actual events. This would have benefited 
the estate, on the assumption that the proph- 
ecy of the tables was less hopeful than events 
proved to be. In other words, the probable 





5 [1 ustc { 386] 279 U.S. 151. 
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debt, and therefore the deduction, would 
have been greater than the debt actually 
turned out to be. Furthermore, by remarry- 
ing within the year, the former widow 
would have succeeded in showering around 
other tax advantages. On the decedent’s 
final income tax return she could be claimed 
as an exemption. At the end of the year 
the new husband also could have claimed 
his wife, the former widow, as an exemp- 
tion. In other words, this wonderful woman 
would have been responsible for two exemp- 
tions and a fictitious deduction, all in one 
year. I. T. 3888 approves the duplicated ex- 
emption. Illustrative of the sad fact that it 
is a widow’s and not a widower’s world, is 
I, T. 3832, 1947-1 CB 28. A widower who 
remarries within the year of his deceased 
wife’s death gets credit for only one wife. 
To expand the tax blessings of the rap- 
idly remarrying widow, let us further as- 
sume that her deceased husband was the 
officer of a company, and that the company 
chose to pay her monthly amounts equiva- 
lent to the former husband’s former salary 
for a reasonable period of time after his 
death. These amounts would not constitute 
income to the widow, but would be gifts. 
They would be gifts even if the company de- 
ducted the amounts so paid as expenses. 
(T. D. 2090, December 14, 1914; O. D. 1017, 


5 CB 101; I. T. 3329, 1939-2 CB 153.) Be- 
cause these amounts were gifts to her, she 
would incur no income tax liability, and 
because they were not income, they would 
not interfere with her being an exemption 
to her new husband. Oh thrice blessed! 

In drawing toward a conclusion, a note 
of caution is advisable. All that glitters is 
not gold, and every widow receiving money 
on account of her deceased husband is not 
necessarily receiving a gift rather than in- 
come. According to the case of Varnedoe v. 
Allen [46-2 ustc $9395], 158 F. (2d) 467, 
cert. den. 330 U. S. 821, a deceased state 
employee’s widow who received a pension 
under state law received income and not a 
gift. According to a Special Ruling (symbols 
IT:P:T:2—RP-4) issued in 1946 [464 CCH 
{ 6241], a deceased state employee’s widow 
who received a pension under state law 
received a gift and not income. The funda- 
mental distinction between the two situations 
is that in the first instance the taxpayer was 
a fireman’s widow, and in the second in- 
stance the taxpayer was a governor’s widow. 
This is the obvious moral: When marrying 
widows for exemption purposes, concentrate 
on gubernatorial widows and scrupulously 
avoid, within the bounds of good manners, 
the wives of deceased firemen. [The End] 


— 


ARIZONA FARMERS EAT THEIR INCOME 


Under the Arizona income tax the farmer is required 
to include in his report of gross income the estimated 


value of the farm products he consumes. 


It is hard to 


tell whether this is the result of the legislators’ acceptance 
of the strict economists’ view of income, or a reflection of 
the cattlemen’s dislike for the farmer, or whether the 
residents of two urban areas, Tucson and Phoenix, have 
brought pressure to bear on the farmer because of the 
high price of vegetables. Certainly the Arizona law does 
not follow the definition of income in the federal income 


tax law. 
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Can a Deduction for Legal Fees 


Be Against Public Policy? 


TO ALLOW A DEDUCTION FOR LEGAL FEES DOES 
NOT LESSEN THE DETERRENT EFFECT OF A PEN- 


ALTY OR FINE 


Tt INSIST on the rights of the wrong- 
doer is a charge of those concerned with 
law. Judges, lawyers and accountants who 
are concerned with the income tax law, 
therefore, at times work toward fulfilling the 
dictates of that law no matter how unlawful 
a party’s actions may have been. 


An illustration is the recent case of Anthony 
Cornero Stralla [CCH Dec. 16,110], 9 TC —, 


No. 109 (October 29, 1947), wherein one: 


issue was whether legal fees incurred in an 
illegal business were allowable deductions. 
While it is notable that the issue was raised 
and contested, denial of the deduction on 
the ground that otherwise public policy 
would be frustrated should not have been 
the basis for the decision. Under no circum- 
stances can legal expenses be against public 
policy. 

Since the decision in Kornhauser v. U. S. 
[1 ustc J 284], 276 U. S. 145 (1928), attor- 
neys’ fees directly connected or proximately 
resulting from a business or from the pro- 
duction, management or conservation of 
income have been deductible. The require- 
ment of Section 23 (a)* of the Internal 


1Section 23. Deductions from Gross Income: 

‘In computing net income there shall be al- 
lowed as deductions: 

“‘(a) Expenses.— 

““(1) Trade or business expenses.— 

‘*(A) In General.—All the ordinary and nec- 
essary expenses paid or incurred during the 
taxable year in carrying on any trade or 
business. : 

“*(2) Non-trade or non-business expenses.—In 
the case of an individual, all the ordinary and 
necessary expenses paid or incurred during the 
taxable year for the production or collection of 
income, or for the management, conservation, 
or maintenance of property held for the produc- 
tion of income.”’ 


. . By ALBERT KRASSNER 


Revenue Code that they be “ordinary and 
necessary” expenses has been respected. In 
an opinion characteristic of Mr. Justice Car- 
dozo, the Supreme Court, in Welch v. Hel- 
vering [3 ustc J 1164], 290 U. S. 111, stated: 


“Now, what is ordinary, though there must 
always be a strain of constancy within it, 
is none the less a variable affected by time 
and place and circumstance. Oridinary in this 
context does not mean that the payments 
must be habitual or normal in the sense that 
the same taxpayer will have to make them 
often. A lawsuit affecting the safety of a busi- 
ness may happen once in a lifetime. The coun- 
sel fees may be so heavy that repetition is 
unlikely. None the less, the expense is an 
ordinary one because we know from experience 
that payments for such a purpose, whether the 
amount ts large or small, are the common and 
accepted means against attack. Cf. Kornhauser 
v. U.S.” (Italics supplied.) 


Stralla Case 


In the Stralla case, the legal fees were 
incurred in connection with an appeal to 
determine whether the State of California 
had jurisdiction over a gambling business 
aboard ship. If California lacked jurisdic- 
tion, as the intermediate appellate court had 
decided, the gambling business was legal; 
if the state had jurisdiction, as the Supreme 
Court of California had found, the business 
was illegal. 


The Tax Court recognized that the legal 
fees were directly connected with or proxi- 
mately resulting from the business, for it 
said: ~. the legal fees were all 
in some way connected with ...or... 


Mr. Krassner is associated with Seidman & Seidman, New York City 
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bottomed on the unlawful operation of the 
gambling ship Rex.” Therefore, the legal 
expenses were “ordinary and necessary.” ? 
They were disallowed because the allowance 
of them, in the Tax Court’s opinion, would 
have frustrated sharply defined public policy. 


The Tax Court relied on the leading case 
of Commissioner v. Heininger [44-1 ustc 
7 9109], 320 U. S. 467 (1943), which held 
that legal expenses in the defense of a busi- 
ness which had allegedly violated the law 
were deductible even where the violation 
was sustained.* In the course of the decision 
the Supreme Court said: “The Bureau of 
Internal Revenue, the Board of Tax Ap- 
peals, and the federal courts have from time 
to time, however, narrowed the generally 
accepted meaning of the language used in 
Section 23 (a) in order that tax deduction 
consequences might not frustrate sharply 
defined national or state policies proscribing 
particular types of conduct.” The latter 
statement, although correct, had never pre- 
viously been applied to legal fees that had 
been found proximately related and there- 
fore “ordinary and necessary.” If the reason 
behind this non-legislated doctrine is con- 
sidered, its application to legal fees must 
fail, as it did in the Heininger case. 


Public policy exists with respect to par- 
ticular behavior which is desired. It can be 
defined in a criminal statute which provides 
a penalty or fine as a deterrent for specified 
contrary behavoir, or it may be found in the 
generally accepted unwritten moral code of 
the day. Obviously, if a penalty were allowed 
as a deduction, its deterrent effect would 
be mitigated and the public policy with re- 
spect to the desired behavior would be 
frustrated.*.| Public policy would also be 
thwarted if a deduction were allowed for 
money used to accomplish undesirable be- 
havior; in that case to allow a deduction 
would have the effect of the government’s 
subsidizing such behavior. 





2 This determination is made in the first in- 
stance, and is a factual determination of proxi- 
mate cause, not dependent on the exoneration 
of the person claiming the deduction. 


* Prior to this decision. it had always been 
held that legal costs in successfully defending 
a criminal charge were deductible. Hal Price 
Headley [CCH Dec. 10,009]. 37 BTA 738 (al- 
leged violation of the Federal Narcotic Act): 
Citron-Byer Company [CCH Dec. 6475], 21 BTA 
308 (indictment for conspiracy to defraud the 
federal government). The Supreme Court in 
the Heininger case eliminated as a determin- 
ing factor the success of the defense in an 
action. 

*This is well stated in the case of Commis- 
sioner v. Longhorn Portland Cement Company 
[45-1 ustc 9242], 148 F. (2d) 276 (CCA-5, 
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Distinction from Penalties 


Legal expenses are not penalties prescribed 
by law. If they were, the penalty imposed 
on a man for violating a law would depend 
on whether he had a costly lawyer, a lawyer 
or no lawyer. To allow a deduction for legal 
expenditures does not lessen the deterrent 
effect of a penalty or fine or support un- 
desirable behavior. On the contrary, it is 
the public policy of this land that a person 
should have full benefit of counsel.’ No pub- 
lic policy is frustrated by a deduction for 
counsel fees, and the disallowance of this 
deduction because of this inapplicable doc- 
trine is in effect a blow at the element of 
fair and reasonable counsel in our concept 
of due process. 


The Heininger case stated that a review 
of the situations in which tax deduction con- 
sequences have been held to frustrate sharply 
defined national or state policies, would serve 
no useful purpose, but cited a few examples 
to illustrate the principle involved: “Where 
a taxpayer has violated a federal or a state 
statute and incurred a fine or penalty he has 
not been permitted a tax deduction for its 
payment. Similarly one who has incurred 
expenses for certain types of lobbying and 
political pressure activities with a view to 
influencing federal legislation has been de- 
nied a deduction. And a taxpayer who has 
made payments to an influential party pre- 
cinct captain in order to obtain a state 
printing contract has not been allowed to 
deduct this amount from gross income.” 
These examples aptly show the principle in 
application, but do not indicate its relevancy 
to legal expenses. 


Ordinary and Necessary Expenses 


Legal expenditures had been disallowed 
where the court found that they were not 
ordinary and necessary.® These cases were 


1945): ‘‘The sense of the rule that statutory 
penalties are not deductible from gross income 
is that the penalty is a punishment inflicted by 
the state upon those who codmmit acts viola- 
tive of a fixed public policy of the sovereign, 
wherefore to permit the violator to gain a tax 
advantage through deducting the amount of 
the penalty as a business expense and thus 
mitigate the degree of punishment would frus- 
trate the purpose and effectiveness of that public 
policy.’’ 

5 The Sixth Amendment to the Constitution 
provides: ‘In all criminal prosecutions, the 
accused shall enjoy the right . . . to have the 
assistance of counsel for his defense.’’ 


6 Estate of John W. Thompson [CCH Dec. 
6513], 21 BTA 568 (1930) (conspiracy to defraud 
the federal government in connection with the 
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decided prior to the Heininger decision, in 
which the following statement was made: 
“The language of Section 23 (a) contains 
no express reference to the lawful and un- 
lawful character of the business expenses 
which are declared to be deductible. And 
the brief of the Government in the instant 
case expressly disclaims any contention that 
the purpose of tax laws is to penalize illegal 
business by taxing gross instead of net in- 
come.” Expenses that are “ordinary and 
necessary” to an illegal business are de- 
ductible, and there are no longer only the 
questions of whether an illegal act can be 
ordinarily and necessarily committed in the 
course of legal business and whether ex- 
penses involved in its commission can be 
ordinary and necessary. 

Where legal fees were not differentiated 
from penalties and a single claim was made 
in litigation for their deductibility, the Board 





building of government hospitals): Bonnie 
Brothers, Inc. [CCH Dec. 5027], 15 BTA (1929) 
(violation of the National Prohibition Act); 
Wolf Manufacturing Company [CCH Dec. 3647], 
10 BTA 1161 (1928) (conspiracy to defraud the 
federal government by interfering with proper 
inspection of goods under war contracts); Ap- 
peal of Columbus Bread Company [CCH Dec. 


1696], 4 BTA 1126 (1926) (violation of the Anti- . 


Trust Law of Ohio); Appeal of Sarah Backer 
[CCH Dec. 88], 1 BTA 214 (1924) (prosecution 
for perjury in connection with an investigation 
of a building contracting business). 








CITIES ADOPT UNUSUAL TAXES 


Cities are taxing everything from sliced watermelon to wooden legs in their 
efforts to meet rising costs of local government. 


of Tax Appeals did not make the distinc- 
tion for the taxpayer, and denied the deduc- 
tion on the ground that to allow it would 
frustrate public policy.’ Legal fees have been 
denied in cases where they were personal 
expenses that bore only a tenuous relation- 
ship to business.’ 


In cases like the Stralla case where the 
deductibility of legal fees is an issue, the 
deduction can be denied if the fees are found 
not to be “ordinary and necessary” expenses, 
or personal expenses and therefore nonde- 
ductible under Section 24 (a).° But to deny 
such deductions on the ground that other- 
wise public policy would be thwarted, is to 
thwart public policy. [The End] 


7 Burroughs Building Material Company v. 
Commissioner [2 vustc {§ 641], 47 F. (2d) 178 
(CCA-2, 1931) (indictment and conviction of 
price-fixing under the New York Anti-Trust 
Act); Great Northern Railway Company v. Com- 
missioner [2 ustc § 504], 40 F. (2d) 372 (CCA-8, 
1930) (violation of a federal statute and regu- 
lation); B. EH. Levinstein [CCH Dec. 5872], 19 
BTA 99 (1930) (criminal charges in connection 
with manufacturing and selling near beer). 

8 Norvin R. Lindheim [CCH Dec. 604], 2 BTA 
229 (1925) (conviction for violation of the crim- 
inal provisions of the Trading with the Enemy 
Act). 

® Section 24. Items Not Deductible: 

‘‘(a) General Rule.—In computing net income 
no deduction shall in any case be allowed in 
respect of. ‘ 

‘1. Personal, living or family expenses.”’ 





The American Municipal Asso- 


ciation reports that the current desperate search of cities for new sources of revenue 
is caused primarily by continued inflation and the need for expanded and modernized 


public services. 
new taxes by cities. 


This crisis has resulted in adoption recently of literally hundreds of 
In Arkansas, the municipalities of Paragould and North Little 
Rock now levy a license tax on manufacturers of artificial limbs. 


Little Rock, 


meanwhile, adopted a $25-a-year tax on “the sale of watermelon, sliced, where served 


on premises and no other license is paid.” 


In the current revenue hunt, councilmen are imposing taxes on virtually every 


known species of gainful enterprise. 


commercial gaming parlors—are now taxed in some cities. 


Even domino and checker games—played in 












Trenton, New Jersey, 


recently passed license taxes on bagatelle tables, towel-supply businesses, street 


pianos and organ grinders. 


Jugglers in Hood River, Oregon, are required by a new 





ordinance to pay a business license fee of $20 a week to keep their juggling inside 
the law. Animal shows and midget-auto races are being taxed by an increasing number 
of cities throughout the country. Numerous less odd-sounding but even more unusual new 


local taxes are proving to be quite lucrative. 


Among these are the Montebello, 


California tax on oil wells, and similar taxes on coal production in several Pennsyl- 


vania communities. 
transactions. 


slot machines. 
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Some Pennsylvania cities also have adopted taxes on real estate 
Local taxes on slot machines are being adopted by municipalities in 
South Dakota, following legislative authorization last year. 


Most states outlaw 








by J. H. Landman 


Peat, Marwick, Mitchell & Co. 
New York 
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Sale of Corporate Assets by Stockholders. 
The gain from the sale of corporate assets 
negotiated by stockholders under an escrow 
arrangement is taxable only to the stock- 
holders and not to the corporation. C. S. 
Chapman [CCH Dec. 16,276(M)], TC memo. 
op. : 
Even where a majority stockholder makes 
an individual contract to sell corporate as- 
sets, the corporation is not liable for tax if 
it does not participate in the negotiations 
and is dissolved after the execution of the 
sales contract. C. M. Baum et al. v. Dall- 
man, Collector [48-1 ustc $9190], DC IIl., 
February 24, 1948. 


Gift of Business. While a gift of an entire 
business is subject to gift tax, its profits 
thereafter may be includible in the donor’s 
taxable income if he continues to control 
and manage it. R. W. Semmler [CCH Dec. 
16,277(M)], TC memo. op. 


The net income of a business remains tax- 
able to the husband, though he gifted it all to 
his inexperienced wife and filed a gift tax 
therefor, where the husband’s name con- 
tinues to be used in connection with the 
business and he remains in control. J. M. 
Henson [CCH Dec. 16,304], 10 TC—, No. 
63. 


Invalid Family Partnership. The sale of 
an interest in the taxpayer’s business to his 
mother and the subsequent sale of an inter- 
est by the taxpayer and his mother to the 
taxpayer’s wife, to be paid for out of prof- 
its, where the purchasers contributed neither 
capital of their own origin nor skill and the 
taxpayer remained in control of the busi- 
ness, do not result in a valid family part- 
nership for tax purposes. Walter G. Houg- 
land, Jr. [48-1 ustc 7 9217], CCA-6, March 
22, 1948; aff’'g [CCH Dec. 15,374(M)] 5 
TCM 776. 


Though a family partnership may be in- 
valid for tax purposes because a wife did 
not contribute capital of her own origin or 
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skill, the husband’s firm is entitled to de- 
ductions for reasonable compensation for 
his wife’s services. Robert H. Cole [CCH 
Dec. 16,279(M)], TC memo. op. 

While a family partnership may be in- 
valid for income tax purposes because the 
wife and other family members did not 
contribute capital of their own origin or 
skill to the venture, the father is entitled to 
deductions for the wages he paid them 
when the wages are reasonable in amount. 
Jake Weinstein [48-1 ustc J 9183], CCA-6, 
February 16, 1948; aff’g in part [CCH Dec. 
15,712(M)] 6 TCM 351. 

A wife’s capital contribution without her 
services and without an oral or written part- 
nership agreement does not effectuate a tax- 
valid partnership. L.C. Olinger [CCH Dec. 
16,295], 10 TC —, No. 55. 


Valid Family Partnership. A family part- 
nership of husband, wife and son is recog- 
nized for tax purposes where the wife 
contributes capital of her own origin and 
the son performs vital services. However, 
the distributive portions of profits among 
them may be revised so that the husband 
first receives the reasonable value for his 
services to the venture. David L. Jennings 


[CCH Dec. 16,309], 10 TC —, No. 65. 


When a wife purchases the interest of 
her husband’s partner and renders there- 
after significant personal services, a valid 
tax partnership arises even though she pur- 
chased the ex-partner’s interest with loans 
from her husband and with a joint note of 
hers and her husband, secured by a mort- 
gage on all properties used in the business. 
Sinne B. Forsythe [CCH Dec. 16,291], 10 
TC —, No. M. 

A father-son-daughter partnership is rec- 
ognizable for tax purposes where the 
daughter purchases from her father and 
brother a share of the partnership interest 
with funds of her own origin, though she 
renders no services. Arnold, Collector v. 
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Schepps [48-1 ustc 7 9208], CCA-5, March 


12, 1948; aff’g [47-2 ustc J 9341] DC Tex. 

A wife’s capital contribution and: services 
to a school are enough to validate a hus- 
band-wife partnership for tax purposes. 
Allen, Collector v. Knott [48-1 ustc { 9207] 
CCA-5, March 12, 1948; aff’g [47-1 ustc 
§ 9230] DC Ga. 


Beneficiaries’ Income. Where the admin- 
istration of an estate is unduly prolonged, 
its income is taxable to its beneficiaries. 
William C. Chick [48-1 ustc J 9192], CCA-1, 
February 27, 1948; aff’g [CCH Dec. 15,527] 
7 TC 1414. 


A beneficiary of a trust is accountable 
taxwise for the income due him, even if he 
does not receive it, if it is under his unre- 
stricted command. Bunting [47-2  ustc 
49391], 164 F. (2d) 443; cert. den. March 
15, 1948. 


Proceeds of Stock Sale to Corporation 
Not Dividends. The proceeds of the sales 
of stock to a corporation by principal stock- 
holders are not taxable as dividends when 
such proceeds are not substitutes for regu- 
lar dividends and when the sales were in- 


duced to make stock available for junior - 


executives. Fred B. Snite 
16,311], 10 TC —, No. 68. 


Dependency Credit. A taxpayer must 
contribute more than one half of what is 
expended for the dependent’s support to be 
entitled to a deduction for such dependent. 
Ollie J. Kotlowski [CCH Dec. 16,312], 10 
TC —, No. 69. 


Sale of Partnership Interest. A sale ofa 
partnership interest results in capital gain 
or loss rather than in ordinary gain or 
loss. H. R. Smith [CCH Dec. 16,274], 10 
TC —, No. 49. 


Excess Value of Lease. The purchase 
price of land in excess of its value is de- 
ductible by the lessee in full as an ordinary 
business expense if the purpose of the pur- 
chase was to escape burdensome rental 
charges. Cleveland Allerton Hotel [48-1 ustc 
§9218], CCA-6, March 22, 1948; rev’g 
{CCH Dec. 15,788(M)] 6 TCM —. 


[CCH Dec. 


Sale of Serial Rights by Nonresident 
Alien. The profits of a sale of partial serial 
rights to a story by a nonresident alien 
are not “fixed, annual or periodic” income. 
There are not subject to tax, therefore, be- 
cause the sale of partial serial rights is the 
sale of personal property. Pelham G. Wode- 
house [48-1 ustc J 9221], CCA-4, March 16, 
1948; rev’g [CCH Dec. 15,688] 8 TC 637. 
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The contrary opinion is held in Rohmer 
[46-1 ustc J 9130], 153 F. (2d) 61 (CCA-2). 


Stock Options. The purchase of stock 
from the president of an employer-corpora- 
tion under an option agreement for the pur- 
pose of compensating the employee-taxpayer 
results in taxable income to the employee 
upon the acquisition of the stock measured 
by the difference between the option and 
fair market prices. Van Dusen [48-1 ustc 
7 9214], CCA-9, March 17, 1948; aff’g 
[CCH Dec. 15,625] 8 TC 388. 


Short-Lived In-Oil Payment. On or 
after April 1, 1946, consideration for the 
assignment of a short-lived in-oil payment 
out of a depletable interest in oil or gas is 
ordinary income subject to depletion under 
specified conditions. I. T. 3895. 


Power of Attorney. Failure to file a 
power of attorney may be a fatal defect in 
prosecuting a tax refund claim. Turks 
Head Club v. Broderick [48-1 ustc J 9211], 
CCA-1, March 15, 1948; aff’g [47-1 ustc 
{ 9243] DC R. I. 


Violations of Child Labor Law. Penal- 
ties for the violation of child labor laws are 
not deductible as ordinary and necessary 
business expenses because such conduct 
would be contrary to public policy, but 
amounts paid as liquidated damages by an 
employer for minimum wage and overtime 
violations are deductible. I. T. 3894. 


Tax Withholding. Exemption from with- 
holding is granted nonresident aliens en- 
gaged in certain agricultural pursuits if they 
enter and leave the United States at fre- 
quent intervals. T. D. 5607. 


Real Estate Dealer. Even though a tax- 
payer may be liquidating real estate re- 
ceived from a defaulting debtor, it may be 
ruled that he is a dealer fully taxable on 
the profits from the real estate if the realty 
is held primarily for sale to customers. 
Spanish Trail Land Company [CCH Dec. 
16,293], 10 TC —, No. 56. 


Realty Taxes Not Deductible by Pur- 
chaser. When a purchaser of real estate 
takes title and possession after the assess- 
ment date of the real estate tax, he may 
not take the deduction for it. Gilken Corpora- 
tion [CCH Dec. 16,296], 10 TC —, No. 58. 


Damages to Good Will Not Taxable. 
Amounts received in a lawsuit which repre- 
sent lost profits are fully taxable; but sums 
received for injury to good will are a re- 
storation of capital and are therefore not 
taxable. W. Walley, Inc. [CCH Dec. 16,290 
(M)], TC memo. op. 
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Reallocating Income. When substantial 
commissions received in a given year are 
less than eighty per cent of the total com- 
pensation of commissions and salaries re- 
ceived, a taxpayer may not segregate the 
large commissions and reallocate them to 
previous years with a view to minimizing 
taxes. Harry Boverman [CCH Dec. 16,300], 
10 TC —, No. 61. 


Rental Payments with Option Applicable 
to Purchase Price. Notwithstanding the 
fact that a lessee has an option to purchase 
property and apply the rentals to the pur- 
chase price, the payments are fully taxable 
as rental income when made. Gilken Cor- 
poration, supra. 


Partnership Creditors. Partnership debts 
must first be paid to the creditors of the 
partnership before the Treasury can levy 
on it in discharge of the tax obligations of 
individual partners. Adler et al. v. Nicholas 
[48-1 ustc J 9205], CCA-10, March 5, 1948; 
rev’g [47-1 ustc [9173] 70 F. Supp. 514 
(DC Colo.). 


Banks’ Bad Debt Reserves. Banks which 
elected to employ the reserve method of 
accounting for bad debts based on a twenty- 
year moving average for the calendar year 
1947 may properly do so. Mim. 6247, 
March 16, 1948; ratifying Mim. 6209. 


OPA Violations. Payments to OPA in 
settlement of price-ceiling violations volun- 
tarily disclosed are deductible neither as a 
business expense, nor as a reduction of sales 
income nor as a contribution to the United 
States Government. Jerry Rossman Corpo- 


ration [CCH Dec. 16,299], 10 TC —, No. 60. 


Subsidiary’s Deficit as Offset of Par- 
ent’s Earnings After Tax-Free Liquidation. 
After a tax-free liquidation of a subsidiary 
corporation, its deficit offsets its parent’s 
earnings, just as the former’s earnings would 
remain such in the parent’s possession. 
Margaret R. Phipps [48-1 ustc J 9206], CCA- 
10, March 10, 1948; aff’g [CCH Dec. 15,570] 
8 TC 190. 


Tax-Free Exchange. In an exchange of 
mortgaged for unencumbered real property, 
only the “other property or money” is sub- 
ject to capital gains tax; and that includes 
the mortgage indebtedness, although the 
transferee takes subject to and does not 
assume the mortgage. Gabe P. Allen [CCH 
Dec. 16,288], 10 TC —, No. 53. 


Meals and Lodging. The cost of meals 
and lodging ata place of employment at a 
distance from the employee’s residence is 
not deductible if the employee’s engage- 
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ment at the distant place is of indeterminate 
duration. S. Gordon Taylor [CCH Dec, 
16,307(M)], TC memo. op. 


Write-Down of Bonds. The “write-down” 
of bonds by an investment company in no 
tax-saving years does not result in income 
in years of recovery, should the taxpayer 
inventory its securities. Union Trust Com- 
pany of Indianapolis [48-1 ustc § 9210], DC 
Ind., February 25, 1948. 


Rejection of Prior Refund Claim. The 
rejection of a prior refund claim does not 
preclude a second suit on different grounds 
while the statute of limitations is still open. 
Fajardo Sugar Growers Association [48-1 
ustc J 9197], DC N. Y., February 27, 1948. 


Liability for Interest and Carry-backs. 
Liability interest assessed on tax deficien- 
cies is not extinguished by the application 
of the carry-back provisions. Seeley Tube 
& Box Company v. John E. Manning [48-1 
ustc § 9199], March 4, 1948. 


Estimated Income Taxable. Tips of a 
taxicab driver are taxable even though the 
Commissioner of Internal Revenue can only 
estimate the amount. Bernard Foster [CCH 
Dec. 16,281(M)], TC memo. op. 


Municipal Bonds. Where interest rates 
and maturity and call dates are different, the 
gain from an exchange of such municipal 
bonds is taxable. Girard Trust Company 
[48-1 ustc [9209], CCA-3, March 9, 1948; 
aff’g [47-1 ustc J 9236] DC Pa. 


Lump-Sum Payment for Support to Di- 
vorced Wife. A lump-sum payment to a 
divorced wife in exchange for support and 
maintenance payments under a divorce de- 
cree loses its deductibility for tax purposes. 
Frank J. Loverin [CCH Dec. 16,286], 10 TC 
—, No. 51. 


Alimony Payments Not Deductible. Ali- 
mony payments under a divorce decree to 
pay $100 monthly until $9,500 is paid unless 
the divorced wife remarries earlier, are not 
deductible because the obligation is dis- 
chargeable within less than ten years from 
the date of the decree. J. B. Steinel [CCH 
Dec. 16,287], 10 TC —, No. 52. 


Taxable and Nontaxable Divorce Decrees. 
Transfers of property pursuant to a divorce 
decree are not subject to gift tax if they are 
made for the benefit of the divorcee. They 
are subject to gift tax, however, if they are 
made for the benefit of children when the 
assets are in excess of the value necessary 
to support children during their minority. 
Roland M. Hooker [CCH Dec. 16,272], 10 TC 
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—, No. 47; Albert V. Moore [CCH Dec. 
16,273], 10 TC —, No. 48. 


Alimony and Divorce Decree. Payments 
to a wife under a private separation agree- 
ment not made in accordance with a decree 
of divorce or of separate maintenance, even 
though the husband is obliged by court or- 
der to satisfy delinquent payments, are for 
that reason not deductible for federal tax 
purposes. Bernarr MacFadden [CCH Dec. 
16,302(M)], TC memo. op. 


Fruit and Vegetable Handlers. Under 
certain circumstances, fruit and vegetable 
handlers in a packing plant are not agricul- 
tural laborers, and are therefore subject to 
employment taxes. Mim. 6239. 


LIFO. Retailers now entitled to use the 
last-in, first-out method of inventorying 
must use the indices prepared by the Bu- 
reau of Labor Statistics or some other ac- 
ceptable index to qualify, and their selling 
prices of goods must be adjusted for mark- 
downs and mark-ups. Coll. No. 6244; T. D. 
5605. 


Consolidated Returns. Affiliated taxpay- 
ers who filed consolidated returns for the 
fiscal year ending in 1947 may file separate 
returns for the fiscal year ending in 1948. 
I. T. 3893. 


In order to qualify as an affiliate in a 
group of corporations seeking eligibility to 
file a consolidated tax return, the parent 
corporation must have the voting power 
and the ownership of ninety-five per cent 
or more of the voting stock of its subsidi- 
ary. I. T. 3896. 


Commodity Traders. Commodity trad- 
ers no longer may prolong their accounts 
artificially to convert short-term profitable 
transactions into long-term ones (more than 
six months), in order to benefit by the lat- 
ter’s bargain maximum tax rates of twenty- 
five per cent, when in fact the transactions 
are short term. Coll. No. 6243. 


Unintentional Tax-Free Liquidation of 
Subsidiary. The formal liquidation of a 
wholly owned subsidiary by a parent cor- 
poration yields neither gain nor loss. How- 
ever, the Treasury may insist that such a 
liquidation occurs where the major elements 
of such a transaction are evident despite its 
informality; as a result, the parent does not 
sustain gain or loss but merely acquires 
assets at the subsidary’s tax values at the 
time of the transfer. Service Company [48-1 
ustc § 9198], CCA-8, March 5, 1948; aff’g 
[CCH Dec. 15,685(M)] 6 TCM —. 
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More Than Six-Year Limitation for Col- 
lection of Income Taxes. Though the 
Treasury has six years in which to bring 
suit for collection of income taxes after 
assessment, the period may be longer if the 
taxpayer is an individual who assumed an- 
other’s tax liability upon which there is a 
ten-year statute of limitations under state 
law. Oreon E. Scott [48-1 ustc { 9193], 
CCA-8, February 27, 1948. 


Legal Expenses in Gift Tax Liability. 
Legal expenses incurred in litigation to 
avoid gift tax liability are not deductible, 
while those incurred to avoid income taxes 
would be deductible. In the former case 
the gift tax does not arise from the produc- 
tion or collection of income, whereas in the 
latter situation it does. Frank M. Cobb 
[CCH Dec. 16,269], 10 TC —, No. 46. 


Waiver Not Bar to Additional Deficien- 
cy. The signing of a “Waiver of Restric- 
tions on Assessment and Collection of 
Deficiency in Tax” (Form 870) and the 
payment of the deficiency by the taxpayer 
do not preclude the Commissioner from 
assessing an additional deficiency for the 
Payson [48-1 ustc { 9196], 
CCA-2, March 2, 1948; aff’g [CCH Dec. 
15,827(M)] 6 TCM —. 


Community Trusts. In a community 
property state the husband, once having set 
up a trust out of community property for 
the support of the wife and children, is not 
taxable on one half of the community trust 
income when the beneficiaries had the un- 
restricted use of that income. John W. 
Parker and Wells Fargo Bank & Union Trust 
Company [48-1 ustc J 9212], CCA-9, Febru- 
ary 11, 1948. 


Factual Findings of Tax Court. The Tax 
Court is not denied the right to make final 
findings of facts under the Dobson rule 
merely because they are uncontested. Ranier 
Brewing Company [48-1 ustc J 9184], CCA-9, 
February 18, 1948. 


Checkroom Tax. The proceeds of a 
checkroom are subject to the cabaret tax if 
the checkroom is part of a dance hall which 
charges an admission fee and serves re- 
freshments. Avalon Amusement Corporation 


[48-1 ustc J 9166], CCA-7, January 28, 1948. 


Federal Tax Liens. Federal tax liens on 
bank deposits for unpaid withholding and 
social security taxes are superior when the 
time of recording is prior to that for claims 
and liens of creditors. Edward Miller v. 
Bank of America [48-1 ustc J 9185], CCA-9, 
February 19, 1948. (Continued on page 469) 
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Gregory v. Helvering 
Compliance with the 
Spirit of the Law 


Teax Cleassics . . ty robert s. totzmon 





bee emblem of a young medical student 
is the stethoscope that perpetually hangs 
from a conspicuous pocket, even during his 
social hours. (“Oh, I must have forgotten 
to leave that ‘scope at the hospital!’’) 
Similarly, the hallmark of a young (or new) 
tax man is the tendency to spout the names 
of cases on any or no occasion. Many a 
corporation executive or other client will 
testily exclaim to his tax consultant, “I 
don’t want to hear of any case! I can’t 
remember all those names.” 


But if there is one case that everyone 
dealing with business management should 
know, it is Gregory v. Helvering.’ This is not 
a highly technical matter of interest only 
to the professionals; it is not a matter of 
historic interest of value only to the archae- 
ologists. It is a case that should be known 
to anyone who is planning a business trans- 
action that will have tax consequences— 
which means any business transaction. 


The facts of the case are not too impor- 
tant; the importance lies in what the Su- 
preme Court said and meant. But in order 
to have a case, there must first be facts; 
and here they are: 


Evelyn Gregory owned all of the stock 
in O, Corporation, which in turn owned 
1,000 shares of stock in O: Corporation. 
To get the shares of O: for herself, she 
caused the formation of N Corporation, to 
which O, Corporation transferred the O: 
shares; the N stock went directly to her. 
N Corporation was immediately dissolved, 
and the assets (the O2 shares) went to 
Evelyn (if an editorial liberty may be 
taken), who sold them at once. She did 
not pay the regular dividend tax upon re- 
ceipt of the O: shares, on the theory that 
she had reecived them tax free under the 
reorganization section of the law.* Ad- 
mittedly, what she had done was to effect 
exactly what the printed page said was a 


1 [35-1 ustc § 9043] 293 U. S. 465 (1935). 
2 Revenue Act of 1928, Section 112 (i) (1) (B). 


tax-free reorganization. Query: Could she 
get away with it? If one does what the 
law says, is that enough? Or may there be an 
enlargement of the literal statutory language 
by the Court, in order that Congressional 
intent may be effectuated? 


On January 7, 1935, Mr. Justice Suther- 
land read the Supreme Court’s decision: 


¢¢J T IS earnestly contended on behalf of the 

- taxpayer that since every element re- 
quired by the foregoing subdivision (b) is 
to be found in what was done, a statutory 
reorganization was effected; and that the 
motive of the taxpayer thereby to escape 
payment of a tax will not alter the result 
or make unlawful what the statute allows. 
It is quite true that if a reorganization in 
reality was effected within the meaning of 
subdivision (B), the ulterior purpose men- 
tioned will be disregarded. The legal right 
of a taxpayer to decrease the amount of 
what otherwise would be his taxes, or alto- 
gether avoid them, by means which the law 
permits, cannot be doubted. But the 
question for determination is whether what 
was done, apart from the tax motive, was 
the thing which the statute intended. The 
reasoning of the court below in justification 
of a negative answer leaves little to be said. 


“When subdivision (B) speaks of a trans- 
fer of assets by one corporation to another, 
it means a transfer made ‘in pursuance of a 
plan of reorganization’ (Section 112 (g)) of 
corporate business; and not a transfer of 
assets by one corporation to another in pur- 
surance of a plan having no relation to the 
business of either, as plainly is the case 
here. Putting aside, then, the question of 
motive in respect of taxation altogether, 
and fixing the character of the proceeding 
by what actually occurred, what do we find? 
Simply an operation having no business or 
corporate purpose—a mere device which put 
on the form of a corporate reorganization 
as a disSuise for concealing its real char- 
acter, and the sole object and accomplish- 
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ment of which was the consummation of a 
preconceived plan, not to reorganize a busi- 
ness or any part of a business, but to trans- 
fer a parcel of corporate shares to the 
petitioner. No doubt, a new and valid cor- 
poration was created. But that corporation 
was nothing more than a contrivance to the 
end last described. It was brought into 
existence for no other purpose; it per- 
formed, as it was intended from the begin- 
ning it should perform, no other function. 
When that limited function had been exer- 
cised, it immediately was put to death. 


“In these circumstances, the facts speak 
for themselves and are susceptible of but 
one interpretation. The whole undertaking, 
though conducted according to the terms of 
subdivision (B), was in fact an elaborate 
and devious form of conveyance, masquerad- 
ing as a corporate reorganization, and noth- 
ing else. The rule which excludes from 
consideration the motive of tax avoidance 
is not pertinent to the situation, because 
the transaction upon its face lies outside 
the plain intent of the statute. To hold 
otherwise would be to exalt artifice above 
reality and to deprive the statutory provi- 
sion in question of all serious purpose.” 


HE COMMISSIONER had won a 

monumental victory, for no longer could 
a taxpayer hide behind paper compliance 
with the law. That same year, Mr. Justice 
McReynolds declared: “Gregory v. Helver- 
ing... . revealed a sham—a mere device 
intended to obscure the character of the 
transaction. We, of course, disregarded the 
mask and dealt with the realities.”* Twelve 
years later, Mr. Justice Frankfurter, in cit- 
ing the Gregory case, noted that “this Court 
has withheld the benefits of the reorganiza- 
tion provision in situations which might 
have satisfied provisions of the section 
treated as inert language, because they were 
not reorganizations of the kind with which 
Section 112, in its purpose and particulars, 
concerns itself.” * 


But the importance of the case is not 
confined to reorganization matters; a new 
theory had been established as to the doc- 
trine of intent in all tax matters. As a 
recent writer has said, “Here we have the 
origin of the ‘business or corporate purpose’ 
doctrine. Whatever it was thinking, 
the Court’s language was responsible for 
the creation of a new concept, ‘business or 





* Helvering v. Minnesota Tea Company et al. 
[36-1 ustc § 9015], 296 U. S. 378 (1935). 


‘J. Robert Bazley et al. v. Commissioner [47-1 
ustc § 9288], 331 U. S. 737 (1947). 


Tax Classics 


.is no occasion).” *® 





corporate purpose’.”* The Gregory case has 
been cited as authority for disregard of 
literal compliance in other income tax 
issues, as well as in matters involving es- 
tates, partnerships, trusts, employee bonus 
plans, gifts and excise taxes. It has been 
specifically cited in more than a hundred 
income tax cases, and a count of the cita- 
tions based upon cases based upon the 
Gregory decision would require a nimble- 
fingered statistician. Regardless of the 
specific tax law involved or the particular 
facts, the Gregory case governs them all 
because its moral is universal: compliance 
with the spirit of the law must be more 
than compliance on paper. The principle, 
of course, is old, for it was disapprovingly 
noted in even more ancient days than 1935: 
“This people honoureth me with their lips, 
but their heart is far from me.” * 


66¢—T.EW INDEED are the conferences on 

tax problems at which the Gregory case 
is not mentioned; few are the Revenue 
Agents who do not flaunt the Gregory case 
in the face of taxpayers upon every pos- 
sible occasion (and many times when there 
Certainly the authority 
to look below the surface of a transaction 
in order to scan the “innards” is a fine 
weapon for the Commissioner, and the 
elaborate mechanisms by which a taxpayer 
may seek to conceal the true facts may be 
disregarded by the revenue agent if what 
is purported to be done is actually some- 
thing quite different. Whether he was a 
tax specialist we do not know, but it was 
a lawyer who penned these appropriate 
words: 


“Gild the farthing if you will. 
But it is a farthing still.” ® 


The farthing’s gilt, however, is absolute; the 
taxpayer’s guilt is only presumptive. If 
the taxpayer’s action has a sound business 
purpose and the steps taken to achieve the 
objective are honestly labeled, the Gregory 
case will not apply. “The transaction here 


5 Harvey M. Spear, ‘‘ ‘Corporate Business Pur- 
pose’ In Reorganizations,’’ The Tax Law Re- 
view, December, 1947-January. 1948, p. 234. 

*For citations of non-reorganization cases 
based upon the Gregory decision, see Robert 
S. Holzman, Corporate Reorganizations: Their 
Federal Taxa Status (New York: Ronald Press 
Company, 1948), p. 310. 

7 Mark 7:6. 

® Paul Edgar Swartz, ‘‘Recapitalizations and 
Related Problems,’’ Proceedings of New York 
University Fourth Annual Institute on Federal 
Taxation (Albany: Matthew. Bender & Com- 


pany, Inc., 1946), p. 599. 


* William S. Gilbert, H. M. 8S. Pinafore, 
Act II. 
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involved was not a pure subterfuge designed 
at tax avoidance like that condemned in 
Gregory v. Helvering. . . . Here the method 
undertaken was a plain statutory procedure 
available to the corporation by reason of 
their legitimate business status, not by 
virtue of any situation in which they had 
deliberately placed themselves, and the 
record clearly shows that several business 
considerations prompted the selection of 
[this method] as the means by which to 
accomplish their intended result. That tax 
avoidance was one of the considerations is 
of no importance.” ” 


T WAS REALIZED immediately after the 
Gregory case that the desire to avoid 
taxes was not fatal, provided there were 
other business considerations. The sole 
test was how the taxpayer went about it. 
As Judge Learned Hand declared in the 
year of decision, “In Gregory v. Helvering 
the incorporators adopted the usual 
form for creating business corporations, but 
their intent, or purpose, was merely to 
draught the papers, in fact not to create 
corporations as the court understood that 
word. That was the purpose which de- 
feated their exemption, not the accompanying 
purpose to escape taxation; that purpose 
was legally neutral. Had they really meant 
to conduct a business by means of the two 
reorganized corporations, they would have 
escaped whatever other aim they might have 
had, whether to avoid taxes, or to regenerate 
the world.” ™ 


rTMAX PLANNING, understandably, in- 

cludes a study of how far the taxpayer 
may go; and ever since the Gregory deci- 
sion, “the legal right of a taxpayer to de- 
crease the amount of what otherwise would 
be his taxes, or altogether avoid them, by 


” Commissioner v. Webster [42-2 ustc { 9742], 
131 F. (2d) 426 (CCA-5, 1942). 

11 Chisholm v. Commissioner [35-2 ustc J 9493], 
79 F. (2d) 14 (CCA-2, 1935). 


means which the law permits, cannot be 
doubted.” * But “the term ‘minimization’ 

is not a euphemism for tax evasion. 
... The income tax law ... must be the 
subject of a constant study to make 
sure that taxpayer representatives are fully 
informed concerning the practices needed 
to secure full discharge of liabilities, in ac- 
cordance not only with the letter, but also 
the spirit of the law.” * “Any transaction,” 
a scholar noted, “that gives the outward 
appearance of one thing will not be accepted 
as such under the Internal Revenue Code, 
when the intent of the taxpayer is to effect 
something entirely different.” ™* 


Perhaps one may not fully appreciate the 

lofty tone the Gregory case has given our 
tax practice until he reads of practices else- 
where. For example, a Spanish-language 
daily in Puerto Rico recently printed this 
bit of intelligence: “In Mexicar accounting 
two books are kept—one for the merchant, 
in which is recorded the income in accord- 
ance with the sales, while the other is for 
the Collector of Taxes. The custom is so 
generalized that recognized Mexican com- 
mercial schools hold special courses to 
teach the balancing of both books. 
A shop administered by Europeans says 
that it will delay the payment of taxes until 
its accountants can familiarize themselves 
with the system. The Secretary of 
the Treasury announced his intention to 
‘Clean the world of the fiscal lies in which 
we live’.” 


But we have the Gregory case. [The End] 

12 Gregory v. Helvering, supra. 

133 Final Program for New York University 
Sixth Annual Institute on Federal Taxation, 
1947, p. 4. 

144 Robert Milton Keller, The Far-Reaching In- 
fluence of the Gregory Case, Master of Business 
Administration Thesis, University of Pennsyl- 
vania (1946), p. 113. After he received his de- 
gree, Master Keller moved to Kansas City, 
Missouri; and at last report his address, appro- 
priately, was on East Gregory Street. 

15 Hl Mundo, January 19, 1948. 











MISSOURI SOLDIERS’ BONUS 


A constitutional amendment, to be submitted to a vote of 
the people of Missouri, is proposed to provide for a soldiers’ 
bonus. To finance it, an additional one per cent sales tax, effec- 
tive January 1, 1949, is to be imposed. 
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Talking Shop 


ON JANUARY 27 we attended a meeting 
at the Los Angeles Athletic Club at 
which a panel of taxperts answered a lot 
of questions thrown at them by other 
taxperts. It was impossible for the Shop- 
talker to get the names of all who partici- 
pated, but he herewith presents them with 
a collective orchid. 


One man claimed that the Montreal 
Mining Company case [44-2 ustc ] 9490] 
was of no importance because the citator 
did not give a single instance of its being 
cited. He could not have been using the 
CCH citator, for that contains one citation. 
(See page 20,780 of the index volume.) 


One of the questions at first seemed 
very elementary. A man owned a plot 
of land. After he had held it over six 
months, he erected on it a “quickie” in 
less than five months, and sold the whole 
immediately. Obviously, he had a long- 
term gain on the land and a short-term gain 
on the building. The question was how 
to apportion the selling price since the 
sales contract was an entirety. This is 
simple enough if the land had a recent 
cost. Just apportion the sales price in 
proportion to the costs. Thus, if the lot 
cost $1,000 in January, 1947, and the cost 
of the building, completed in November, 
1947, was $9,000, the $12,000 sales price 
in December, 1947, would give $1,200 to 
the land and $10,800 to the building. But 
now appears the complication. The land 
was held for many years and had increased 
greatly in value. Should not the sales 
price be apportioned on the basis of market 
value at the beginning of the building? 
What do you think? 


Of course, all complications could be 
avoided if realty lawyers would just ap- 
portion sales prices between land and build- 
ings at the time of drawing the _ sales 
contract. Does any lawyer want to tell 
our readers why this simple detail is 
usually omitted? 


Talking Shop 


That tied right in with the discussion 
which opened the meeting—the place of 
lawyers and CPA’s in tax litigation, and 
the now pending bills known as H. R. 3214 
and H. R. 2675. 


Yankee Doodle Dandy 


We wonder whether any case not tried 
before the United States Supreme Court 
has been more cited than that of George M. 
Cohan [2 ustc J 489]. Decided in 1930, 


. itis in constant use to this day. Thousands 


of people who never sang or whistled 
“So Long, Mary’—youngsters who never 
marched to “Over There’—are relying on 
the basic principle ennunicated in that case. 


Realty Boom 


Not long ago a lawyer told us he 
regarded the Fackler case [43-1  usTc 
719270] as currently unimportant. We 
wonder what he thinks of the Boomhower 
case [48-1 ustc 79133]. As we are not 
a lawyer, our opinion may not be worth 
much; but we think both cases are of the 
utmost importance to lawyers. 


On January 27, Long Beach City College 
announced a course in realty appraisal. 
Competant appraisal of realty is the point 
on which many a tax case hinges. 


$128 Question 


While on a “busman’s holiday” in Los 
Angeles the other day, we went to the 
Collector’s office, asked our $128 question 
(see below), and waited nearly an hour 
while an eager deputy failed to get the 
answer. He insisted on our waiting—said 
now that the question had been put, he 
wanted the answer. 


The question not even the representative 
of the Bureau could answer came to us 
from a lawyer. Of the numerous account- 
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ants and lawyers to whom we have passed 
it (right here in an old community law 
state), not one could give a citation. Only 
two would venture a positive opinion, and 
those two disagreed. 


Mary and John, who are married and 
have no dependents, sustained in 1944 a 
long-term capital loss of $10,000, fifty per 
cent or $5,000 deductible. They have had 
no capital gains or other capital losses at 
any time. In 1944, 1945 and 1946 their 
ordinary income was so small that separate 
returns offered no advantage, so they filed 
jointly. In each of those years, they took 
off $1,000 for capital loss. In 1947, however, 
their ordinary income zoomed. Because 
they lived in a community state, separate 
returns seemed advisable. Question: Can 
each spouse take one of the remaining 
thousand dollars of capital loss carry-over? 


The Shoptalker thinks they can. But 
if so, then why should they not have taken 
$2,000 on each of the first two joint returns, 
provided that did not exceed their ordinary 
aggregate gross income? 


Separate Schedules? 


The Shoptalker has been engaged in 
a steady but very amicable argument with 
a number of his fellow practitioners in 
Los Angeles and Orange Counties. The 
subject is as shown in the heading. Its 
importance is relatively small, but interest 
seems to run high. We ask all of you 
to contribute your experience in the matter. 
Briefly, the Shoptalker believes that despite 
the shortcomings of the official Bureau 
of Internal Revenue forms, they should 
be used whenever possible, and that separate 
schedules should be held down to the 
irreducible minimum. It sometimes takes 
ingenuity to do this, and a careless typist 
can cause woe. But: 


(1) A schedule attached can too easily 
become a schedule detached. That really 
causes havoc. 


(2) The use of printed schedules for 
ordinary and necessary expenses saves some 
time. This may or may not be worth 
the cost of the schedules, which are too 
frequently inadequate, anyhow. 


(3) Most revenue men, in the Shoptalker’s 
experience, prefer to have the maximum 
of data right on the form. 


We have frequently advocated changes 
in existing forms, especially 1040. If it 
is just restored to an 8%4- by eleven-inch 
size, much of the need for separate schedules 
will be avoided; and if it is issued in the 
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size and form of the California 504, it 
will be really useful. From time to time 
we may advocate more changes. Mean- 
while, we stick to our white shirts and 
pajamas, despite the flamboyant styles, 
and we likewise stick to the forms as far 
as possible. What do you do? 


Typographical Error! 


Mrs. H. O. Fox saw this Associated 
Press dispatch of March 4, and sent it 
to us on the correct supposition that it 
was good Shoptalk: 

“Hartford, Connecticut Federal tax offi- 
cials here today told about a man who 


must have thought the Internal Revenue 
Bureau had him by the neck. 


“He enclosed a collar in a letter asking 
for a copy of his 1946 tax return. ‘This 
doesn’t make sense,’ the man wrote, ‘but 
if that is the rule, then that is the rule.’ 


“Investigation proved that the taxpayer 
was absolutely right. 


“He had written previously asking for 


a copy of his return, and had been told 
it would cost him ‘one collar’.” 


State Taxes 


No sooner does California repeal the 
authorization for a poll tax [CCH State 
TAx GuImDE 48-700], than Pittsburgh, 
Pennsylvania, levies a municipal per capita 
tax [CCH Payrott Tax Gute J 9945]. The 
fact that the latter is for school purposes 
makes it no less onerous. Five dollars 
means much more to a dollar-an-hour clerk 
than to his $10,000-a-year boss. But the 
Pittsburgh tax has one commendable fea- 
ture: employers are allowed two cents per 
head for each tax withheld, to compensate 
for the labor of withholding. Why can’t 
the federal and state governments do the 
same for payroll taxes? It would silence 
such firebrands as the New England lady 
who refuses to withhold. 

Kentucky now joins Florida in the 
unenviable distinction of having the highest 
gasoline tax, seven cents per gallon. What 
is the tax on bourbon? [CCH State Tax 
GuIpE § 25-352.] 


Tell Your Senators 


John P. Hodgkin of Philadelphia, Penn- 
sylvania, writes: 

“What has Los Angeles got that Chicago 
and Philadelphia haven’t? They are both 
far larger (1940 census), and each of them 
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is only a part of a larger district. Perhaps 
the districts should all be broken down 
into smaller units; but unless that is what 
you want, your plea for such treatment 
for Los Angeles seems presumptuous.” 


Right Off the Cobb 


The Shoptalker heartily agrees with 
Judges Van Fossan, Leech and Tyson, who 
entered a dissent in the case of Frank M. 
Cobb [CCH Dec. 16,269], 10 TC—, No. 46. 

If attorneys’ fees to contest a tax (no 
fraud was even intimated) are not de- 
ductible, lawyers are going to have trouble, 
not merely in collecting fees but also in 
finding clients. The dissent opens an 
appeal, and we hope to see the bar 
association appear as amicus curiae. 


But we like the Chick case [48-1 ustc 
79192]. Judge Woodbury of the First 
Circuit writes English that is not only 
clear, but convincing. 


More Short Sales 


In December of last year, on page 1109, 
we noted a case involving short sales. Judge 
Adair, of the United States District Court 
for Southern Illinois, added to that in 
the case of Baum [48-1 ustc 79190]: 


A shareholder in a corporaation may 
validly contract to sell certain assets then 
owned by the corporation before any steps 
are taken toward liquidation, if he has 
a reasonable prospect of obtaining title to 
them within the time fixed by the contract 
for the conveyance. This is true of share- 
holders in a corporation, as it is of people 
in general who have a prospect of obtaining 
title and are willing to assume a personal 
liability if they should fail.” 


Bit of Honey 


We are 
Brougher of Long Beach, California, (erst- 
while a Brooklyn, New York pastor), for 
this Biblical reference: 

Genesis 43: 11, 13, 14. 
said unto them, if it must be so now, do 


indebted to the Rev. Russell 


“And _ Israel 








this: take . a little honey . and 
go again unto the man, and God give you 
mercy before the man.” 


“The man” was Joseph, chief steward 
to Pharaoh, and Israel’s sons sought great 
favors of him, namely, food in time of 
dire famine. Their wise father knew that 
it was desirable to sweeten a request to 
a public official or, for that matter, to 
anyone of whom favors are requested. 


And our Tax Court recognizes this 
ancient idea. See the cases of Marra [CCH 
Dec. 14,294(M)], 3 TCM 1317, and Tracy 
[CCH Dec. 10,619], 39 BTA 578. Be it 
further noted that the Commissioner acqui- 
esced in the latter, 


Divorce and Community Property 


William Mason of Parsons, Kansas, says: 


“T believe the answers to your two 
questions on page 271 of the March issue 
are clear. The courts have ruled that 
a property settlement conditioned upon 
divorce is not a gift but a transfer for 
a good and sufficient consideration, the 


_ consideration being the relinquishment by 


the wife of her right to marital support. 
It follows, therefore, that Mary’s basis is 
the cost of her one half, or $2,300, plus 
one half of the fair market value of the 
property at the date of transfer. If the 
latter is $5,200, then Mary’s basis is $4,900; 
and if the house was sold for the amount 
of the appraised value, then Mary’s capital 
gain is $300. 


Mary’s cost of her one half... 
One half of appraised value. . 


_ $2,300 
2,600 


Mary’s basis ....... 
Sale price 


- $4,900 
5,200 


Capital gain ... sSeeniansies. SP ee 


“And as the gain arises solely from the 
sale of Mary’s original one half, it is a long- 
term gain, only fifty per cent taxable. 

“But if Mary sold the house within six 
months of transfer at, say, $5,000, or $200 


below the appraised value, we then have 
the following situation: 


Mary’s 
original 
one half 


John’s 
transferred 
one half 


$2,600 
2,500 


Short-term loss $ 100 
Talking Shop 





“Because a loss on the sale of a residence 
is not deductible, Mary may have to report 
the $200 long-term gain and absorb the 
short-term loss. This would be true, I 
think, where the spouses held as tenants 
in common, but as joint tenants or tenants 
by the entirety Mary’s acquisition of John’s 
one half would probably date back to the 
original purchase and the sale of the whole 
property reported as a long-term gain of 
$100. The experts will have to decide what 
the result would be in a community 
property state.” 


Let Us Have Peace! 


We want to congratulate Myer Sigal, the 
surviving accountant in the Ortent Invest- 
ment Company case [48-1 ustc { 9162], 
and also Messrs. Roth, Hartman and 
Blaustein, the attorneys. By now the 
technical aspects of the case should be 
familiar to you. What we like is that 
Judge Groner upheld the right of a tax- 
payer to rely on the advice of a licensed 
public accountant, and that three other 
members of the bar joined in defending 
that right. It shows that the bench, the 
bar and accountants can live amicably, 
despite the Bercu case. 


Words of Wisdom 
From Cabell v. Markham, 148 F. (2d) 


737: “It is one of the surest indexes of 
a mature and developed jurisprudence not 
to make a fortress out of the dictionary.” 


Going to the Dogs! 


Literally, and for a business purpose! 
A couple of tax consultants derived funds 


from a dog-racing venture. See the case 
of MacLeod [CCH Dec. 16,236(M)] for 


details. 


Words of Humor 


Anybody who thinks that jurists are 
mere mummies, devoid of life and a sense 
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of humor, should change his mind after 
reading this extract from the decision of 
Judge Martin of the Sixth Circuit [48-1 
ustc {§ 9173]: 

“Nate S. Shapero, a successful druggist 
of Detroit, has petitioned for a review of 
the Tax Court holding that three trusts 
fall within the ambit of MHelvering v. 
Clifford —an old acquaintance not 
to be forgot but ever brought to mind, 
: Our own lead-off contribution to 
the vast accumulation of Clifford biblio- 
graphy was made in Altmaier v. Commis- 
sioner. Therefore, no full-dress opin- 
ion would seem to be required when we 
meet a controversy like the instant one.” 


Weizer Case 


No case in years has warmed the cockles 
of our heart like this decision of the Sixth 
Circuit [48-1 ustc $9155], handed down 
January 26. The essential justice of the 
decision setting aside the Tax Court is so 
clear that one shudders to think that any 
appeal was required. 


Here is the story of a Roumanian immi- 
grant who came here in 1902, worked for 
fifteen cents a day, and, with the help of 
a well-educated American-born wife, became 
a highly successful businessman in Bellaire, 
Ohio. The good lady contributed her hard- 
earned savings (Imagine a country school 
teacher who could save $500 at 1914 
wages!) and lots of hard work to the 
business. There was utter and complete 
trust between husband and wife. Why 
should legal papers evidencing a partner- 
ship have been drawn up? But in 1941 
a good lawyer advised them anyhow. 

The Commissioner not only denied that 
a partnership existed at any time but sought 
to have the written agreement set aside 
for his purposes. 

A blessing on Judge Miller, who said 
the Weizers were business partners. 


{The End] 
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NEW ESTATE AND GIFT TAXES—HOW THEY AFFECT ESTATE 
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estate planning, Mr. Johnson saves an addi- 
tional $60,000 in estate taxes. He also saves 
$26,000 over what his taxes would have been 
had he relied merely on his old estate plan 
without revising it to take advantage of the 
new marital deduction. 


Life Estates to Children 


Naturally, tax savings can be increased if 
the exemption accorded to life estates is 
further extended by creating life estates for 
the children. In the illustration just given, 
for example, additional taxes in the amount 
of $70,000 would be incurred upon the death 
of the Johnson son and his wife.® These 
taxes could be entirely eliminated if Mr. 
Johnson left one half of his estate to his 
wife with a general power of appointment 
and the other one half in trust to her for 
life, to his son for life and remainder to his 
grandchildren. Of course, Mrs. Johnson 
would also have to leave her one-half share 
to the son for life with remainder to make 
the tax-saving program completely effective. 
If this was done, however, there would be 
no estate taxes at all upon the death of the 
Johnson child. 


Thus, if estate planning techniques are 
used, great tax savings are possible under 
the new revenue act and such savings are 
much larger than those resulting from re- 
liance on the marital deduction alone. 


Greater Flexibility 


One result of the Revenue Act of 1948 
which makes the planning of estates to save 
taxes more desirable than under the former 
law is the greater amount of flexibility in 
estate distribution which can now be 
achieved. Formerly, many estate plans were 
unsound from a practical standpoint because 
they imposed too tight a strait jacket on the 
various devolutions of the estate. Con- 
versely, many tax-saving methods could not 
be used to the fullest extent because of the 


®* This assumes, of course, that Mrs. Johnson 
appoints all of her estate to her son, and that 
the value of the estate does not change. In such 
case, the son would inherit a total of $424,000 
($520,000 minus taxes of $96,000). If it is as- 
sumed that he takes advantage of the marital 
deduction, his estate would have to pay estate 
taxes of $35,000 on his taxable estate of $212,000, 
and a similar sum would have to be paid on 
the death of his wife. 


Estate Planning 





fear of unduly restricting necessary distribu- 
tions of corpus or income. 


The tax-saving advantages of a life estate, 
for instance, have long been recognized. 
Many wives, however, objected to having 
all funds for their benefit put in trust with 
the income payable for life because they 
feared that such a plan would not give them 
necessary funds for emergencies. In addi- 
tion, the changes in the law in 1942 relating 
to powers of appointment ” made it impos- 
sible to give the wife any direct command 
over the trust corpus without incurring 
severe tax penalties. Thus, double taxation 
became the price of freedom in disposition. 


Under the new law, the taxpayer no longer 
faces this dilemma. He may leave one half 
of his estate to his wife outright without 
incurring a double tax as a result.” If the 
taxpayer wishes his wife to have the advan- 
tage of an income without the burden of the 


.technical details incurred in collecting it, he 


may achieve the same tax saving by leaving 
his property to his wife in trust with a gen- 
eral power of appointment.” As originally 
passed by the House, the new act did not 
permit the surviving spouse in such a situa- 
tion any power to invade the corpus of the 
trust; but this provision was changed by 
the Senate, so that now the surviving spouse 
may invade corpus at will without causing 
any loss of marital deduction. As a result 
of this allowance of corpus invasion without 
the consequent loss of tax deduction, the life 
estate has become a far more desirable 
method of estate settlement than it was for- 
merly; now many wives will probably be 
agreeable to the creation of such a trust for 
their benefit, whereas before they were op- 
posed to such a plan. 


One point which should be noted here is 
that a taxpayer can take advantage of the 
marital deduction without giving his spouse 
any right to take corpus for herself. If a tax- 
payer does not wish to permit his wife un- 
limited control over the corpus of the trust, 
he may create a trust with the income pay- 
able to his wife for life and give her merely 
a general testamentary power of appoint- 


10 Code Section 811 (f). 

11 Section 812 (e) (1) (A). 

12 Section 812 (e) (1) (F). 

13 See Section 813 (e) (1) (E) of H. R. 4790, 


as passed by the House of Representatives on 
February 2, 1948. 
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ment.“ In such a case, the wife could never 
touch any of the corpus of the trust during 
her lifetime, and the taxpayer would still 
secure the full benefit of the marital deduction. 


A further illustration of the flexibility 
brought about by the new tax bill is appar- 
ent in estate plans involving life estates for 
children and grandchildren. Under the prior 
law, such plans suffered from being too 
rigid. Unless the estate was of tremendous 
size, a lawyer could not conscientiously ad- 
vise a client to create life estates for his 
grandchildren because it was impossible to 
foresee the economic conditions which might 
prevail fifty years in the future, and the life 
estate imposed a rigid limitation on dis- 
bursement which might prove disastrous if 
the grandchild was faced with an emergency. 


Under the present law, such difficulties 
are greatly lessened. It is well known that 
today women generally live longer than 
men. Consequently, it is possible for a tax- 
payer, through the use of an outright marital 
gift as to one half of his estate and a series 
of life estates as to the other one half, to set 
up an estate plan making use of the tax 
advantages of life estates for his children, as 
in the illustration just discussed. Should 
economic or family considerations make it 
advisable for the children to have capital 
sums (for buying a house, for example), the 
surviving spouse could either give them the 
needed funds during her lifetime or leave 
her estate to the children outright upon her 
death. If such needs should not arise, the 
surviving spouse could leave her one half 
share in trust for the children and grand- 
children, thus again making use of the tax 
savings of the life estate. Furthermore, the 
postponement of the creation of life estates 
for the grandchildren until the death of the 
grandmother would avoid many of the prob- 
lems caused by the rule against perpetuities.” 


Gifts 


The new revenue act also changes the law 
applicable to gifts. Under Section 1004 (a) 


14 Section 812 (e) (1) (F) specifically provides 
that a marital deduction is allowable in the 
case of a trust giving the surviving spouse all 
of the income for life if the spouse has a general 
power of appointment ‘‘whether exercisable by 
will or during life.’’ As originally passed by 
the House, this paragraph contemplated only 
testamentary powers. See Section 812 (e) (1) 
(E) of H. R. 4790. 

% In states which follow the New York rule 
against perpetuities (two lives in being), the de- 
vice of successive life estates has, of course, 
only a limited application. Even in those states, 
however, the postponement of the date of cre- 
ation until the death of the surviving spouse 
should prove of material assistance. 


(3) (A), if a man gives property to his wife, 
only one half of the value of the gift is 
subject to gift tax. Also, if either spouse 
makes a gift to a third person, such as a 
son or daughter, each spouse is considered 
as having made one half of the gift; and if 
the proper cqnsent is executed, the gift tax 
is split between them. This latter provision 
will prove especially advantageous in estate 
planning, for it will greatly facilitate the 
making of gifts to children. Such gifts will 
come out of the highest estate tax brackets 
of the parents and will be taxed in the lowest 
gift tax brackets. 


New Limitations on Estate Plans 


Every rose has its thorn, however, and 
the Revenue Act of 1948 is no exception. It 
makes estate planning more necessary than 
ever before, but it also makes such planning 
more difficult. No simple formula will apply 
to all situations. Without attempting to dis- 
cuss all of the many questions involved in 
planning estates under the new act, it may 
be useful to point out some of the more 
commonly encountered problems. 


For example, it has been assumed in all of 
the previous illustrations that the wife had 
no estate of her own. If the wife has such 
an estate, the tax-saving techniques hereto- 
fore suggested will need modification. It 
may be found that the greatest tax saving 
is achieved when considerably less than one 
half of the husband’s estate passes through 
the marital deduction, and in some cases it 
may be advisable for the husband to claim 
no part of the marital deduction.” 


Additional problems for estate planners 
are raised by the provisions of Section 
812(e)(1)(F), governing trusts for life with 
general powers of appointment. That sec- 
tion declares that the marital deduction is 
available for such a trust only if “the sur- 
viving spouse is entitled for life to all the 
income from the corpus of the trust, payable 
annually or at more frequent intervals.” The 
first problem arising from this section is the 
meaning of the phrase “all the income.” 
Does this mean the gross income received by 
the trust, or does it mean all of the net in- 
come after deducting expenses and trustees’ 


% An additional problem exists in states which 
have state inheritance taxes rather than state 
estate taxes geared to the federal estate tax 
under the credit provisions of the Revenue Act 
of 1926 (Code Section 813 (b)). Since the re- 
duction in the amount of the federal estate tax 
on the husband's estate results in an increase 
in the amount of the state inheritance tax, in 
some cases the greatest total tax benefit will 
result when the full marital deduction is not 
claimed. 
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fees? The Senate Finance Committee Re- 
port states: “The term ‘income’ is used here 
in the same sense as it is used in Section 162 
of the Code, relating to income of estates 
and trusts.” ™ 


Section 162, however, states merely that 


‘the “net income of the estate or trust shall 


be computed in the same manner and on the 
same basis as in the case of an individual,” 
with certain exceptions.“ Thus, the com- 
mittee report is not particularly enlighten- 
ing. It may mean that all ordinary expenses 
are deductible in computing the income pay- 
able to the surviving spouse, or it may mean 
that all ordinary income is to be paid to the 
spouse, who is then to pay any expenses. 
Furthermore, it is not clear whether capital 
gains must be paid out as income or may be 
added to corpus. 


Discretionary Trust 


The enactment of this provision also kills 
the discretionary trust in so far as any trust 
created to take advantage of the marital de- 
duction is concerned. If the trustee is given 
discretion as to paying out income, the trust 
cannot qualify for the marital deduction be- 
cause all the income is not payable annu- 
ally.” The discretionary trust may still be 
used as to that portion of the decedent’s 
estate which does not come within the marital 
deduction. Thus, if a husband wished to let 
his wife have some income only at the dis- 
cretion of the trustee, he could leave one 
half of his estate in a trust all of the income 
of which was payable to the surviving 
spouse. He could then leave the other one 
half of his estate to a trust in which the 
trustee had discretion as to the distribution 
of the income. 


Another device which this provision ends 
as to marital deduction trusts is the splitting 
of trust income between the surviving spouse 
and surviving children. Under the quoted 
wording of Section 812(e)(1)(F), a trust 
does not qualify for the marital deduction if 
it contains an income-splitting provision.” 
Such a provision, however, is still a permis- 
sible method of income distribution as to 


“Senate Finance Committee Report to Sec- 
tion 812 (e) (1) (F). 

18 Code Section 162. 

% The Senate Finance Committee Report states 
this unequivocally. Corollary problems with re- 
gard to spendthrift trusts are also raised by this 
requirement. 

* The Senate Finance Committee Report spe- 
cifically points out that such a provision dis- 
qualifies a trust for marital deduction. 


trusts which do not have to comply with the 
limitations of the marital deduction section. 


Since considerable income tax savings are 
possible through the use of a discretionary 
split-income provision in a trust, the prohi- 
bition of such a provision in marital deduc- 
tion trusts raises a question as to whether 
greater tax savings may not be achieved if 
less than the full marital deduction is em- 
ployed. The income tax advantages of such 
a provision might make it desirable to put 
three quarters of the husband’s estate into 
a trust permitting a discretionary payment 
of income and only one quarter into the 
marital deduction trust. The solution to such 
problems must depend on the factors in- 
volved in each individual case, and this 
again emphasizes the need of careful estate 
planning under the new law. 


Still another problem raised, by the new 
revenue act relates to insurance. Under Sec- 
tion 812(e)(1)(F), a marital deduction is 
allowed as to insurance proceeds only if they 
are paid to the wife outright or in install- 
ments and only if the wife has power to 
direct to whom the proceeds shall go on her 
death. Thus, if insurance is left to a sur- 


-viving spouse on the interest option, no 


marital deduction is available.” Further- 
more, if the insurance proceeds are left pay- 
able to the wife in installments and any 
unpaid portion must then go to her daugh- 
ter, the marital deduction is likewise not 
allowed. Many policies today are set up in 
just this fashion, and all such settlement 
options should immediately be changed. 


Conclusion 


Section 812(e) creates many problems. 
Only a few of fhem have been touched upon 
here. From what has been said, however, it 
is clear that estate planning is more neces- 
sary than ever before if the taxpayer is to 
realize maximum tax savings from the new 
revenue act. It is also evident that such 
planning is more desirable now because of 
the greater flexibility made possible by the 
new provisions. At the same time, however, 
the new law has introduced many new tech- 
nicalities which will be traps for the un- 
wary; taxpayers and their advisers will have 
to plan their maneuvers with the greatest of 


annie [The End] 


21 On this point, the Senate Finance Committee 
Report states: ‘‘The amounts payable to the 
surviving spouse must be installments which 
have the effect of reducing during her lifetime 
the aggregate proceeds available for future 
payments.’”’ 


ee 


Estate Planning 








NEW ESTATE AND GIFT TAXES—HOW THEY AFFECT WILLS 


eral, charged against the interest passing to 
the widow.” Therefore, to attain precisely 
the maximum marital deduction, there should 
be a clause in the husband’s will exempting 
her interest from bearing any part of these 
taxes. 


At this juncture, it should be observed 
that it is unwise for the husband to include 
any more than half his adjusted gross estate 
in the interests that pass to the widow. In 
the first place, the excess may be taxed 
twice—once when he dies and against when 
his widow dies. Moreover, if we assume 
that everything he gives his wife is ulti- 
mately taxed as part of her estate, her tax- 
able estate will be larger than his and taxed 
in higher brackets. Should the husband fear 
that the half may prove insufficient to pro- 
vide adequately for his widow, he can in 
various ways—such as by a conventional 
trust with remainder to the children—make 
further provision for her without enlarging 
the interests that will be subjected to a 
second tax at the time of her death. 


Where the wife has a substantial estate of 
her own, it may well be that the husband 
should avoid leaving her any interests which 
would qualify under the marital deduction 
because the initial tax reduction in his estate 
might be more than offset by the ultimate 
tax on those interests in the wife’s estate at 
higher rates. In such a situation, if the 
husband desires to make provision for his 
wife, or is compelled to do so by local law, 
he can give her interests which do not 
qualify under the marital deduction and 
which, therefore, will not become includible 
in her estate. 


Beyond this point, generalizing would 
seem to be difficult, if not impossible, be- 
cause of the interplay of too many variables 
—such as the comparative size and liquidity 
of the estates involved, the respective ages 
and states of health of the spouses, the im- 
portance they attach to the income from the 
initial tax saving and their degree of con- 
cern, if any, with the over-all tax saving. 


Insurance 


As noted above, the substance of the new 
law as to insurance proceeds on the hus- 
band’s life is that they qualify for the marital 
deduction, whether payable outright to the 
widow or otherwise, provided that all 


13 Code Section 812 (e) (1) (E) (i). 


| Continued from page 429 


amounts coming due during the wife’s life 
are payable to her, and provided that she 
has a general power to appoint all amounts 
payable after her death.” 


Despite the blithe reference in the new 
statute to a power of appointment over life 
insurance proceeds “exercisable by will,” ™ 
the fact remains that heretofore the insur- 
ance companies have generally refused to 
recognize testamentary powers of appoint- 
ment. Therefore, in the case of policies pay- 
able in installments, a simple way to meet 
the impasse is to have the commuted value 
of the policies at the time of the widow’s 
death made payable to her estate, and thus 
avoid the use of powers in respect to life 
insurance policies. 


The new law will require many testators 
to choose between qualifying their insurance 
or their other assets for the marital de- 
duction. 


If the income tax brackets of the widow 
will be appreciably higher than those of the 
other beneficiaries, it would seem that in- 
surance, with its options, which under 
present law are income tax free,” should be 
qualified for the marital deduction. 


On the other hand, if the husband wants 
to make certain that the income tax-free op- 
tions will remain available for his children 
after his spouse has died, or if he wants to 
give these options to his children at the 
outset because they are in higher income tax 
brackets than his wife, he should qualify his 
other assets for the marital deduction and 
reserve the income tax-free insurance op- 
tions for his children. In connection with 
options, however, there never has been any 
uniform practice among the companies, and 
it is too early to know the extent of the con- 
cessions the companies may make to enable 
the widow to transmit the benefits of the 
income tax-free options. 


Available Trust Patterns 


In connection with trusts created for the 
benefit of the widow, many wills provide 
that if the annual income falls below a stipu- 
lated amount, the difference shall be made 
good to the widow out of corpus. Many 
well-drawn wills now provide for invading 


14 Code Section 812 (e) (1) (G). 

15 [bid. 

18 Commissioner v. Pierce [45-1 ustc { 9123], 
146 F. (2d) 388 (1944). 
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corpus in stated circumstances for the bene- 
fit of the widow.” A testamentary trust 
created for her benefit will not be disquali- 
fied for the marital deduction by reason of 
the inclusion of clauses of this nature be- 
cause the power to give principal to the 
widow does not impinge on the intendment 
of the statute, viz., that the widow become 
the virtual owner. of the corpus.*% However, 
a power in the trustee to invade the corpus 
for the benefit of any persons other than the 
widow would clearly produce disqualifica- 
tion. On the other hand, if such power were 
conditioned on the widow’s first giving her 
consent, it seems plain that the trust would 
not be disqualified. 


On account of high income tax rates, there 
has been a trend toward wills which place a 
ceiling on the amount of income payable to 
the widow from a testamentary trust. Ob- 
viously, trusts of this nature could not 
qualify for the marital deduction because the 
widow must get all the income. 


There has been an increasing practice to 
empower trustees to determine whether 
money or property coming into their posses- 
sion shall be treated as principal or income, 
and whether expenses and losses should be 
charged to principal or income.” Since this 
power might result in the widow’s receiving 
less than-all the income, it would seem risky 


1 Morehead, ‘‘How to Minimize Estate Taxes 
in Drafting Wills,’’ TAXES—The Tax Magazine, 
December, 1945, p. 1144, at p. 1146 et seq. 

18 Supplementary Report of the Senate Finance 
Committee, p. 16. 

1 Shepherd and Pruyn, ‘‘Some Federal Tax 
Aspects of Will Draftsmanship,’’ TAXES—The 
Tax Magazine, May, 1947, p. 433, at p. 439 et 


seq. 


to include such provisions in trusts designed 
to qualify for the marital deduction.” 

Heretofore, the right to demand trust 
corpus, in whole or in part, was seldom con- 
ferred on the current income beneficiary be- 
cause it rendered the corpus taxable as part 
of her estate. That right, however, may be 
conferred in testamentary trusts designed to 
qualify for the marital deduction because 
any corpus remaining on hand when the 
widow dies must in any event be included 
in her estate. 


Incidence of ‘‘Second Tax’’ 


A basic principle of estate planning is the 
avoidance of the “second tax”’—the estate 
tax payable on the death of the primary 
beneficiary, usually the widow.” In con- 
formity with this principle, substantial out- 
right bequests to the widow have heretofore 
been avoided. For the same reason, she 
seldom has been given a taxable power of 
appointment. All this is now changed. 
Under the new law the husband, in order to 
take advantage of the marital deduction and 
to reduce the first tax on his own estate, will 
invite the second tax on his wife’s estate. 
In short, so far as the marital deduction is 
concerned, the “don’t” of yesterday has be- 
come the “must” of today. [The End] 


2 Query: Would the customary power to com- 
mingle the corpus of the widow’s trust with 
other trust funds impinge on her virtual own- 
ership and thus disqualify her trust? 

21 Morehead, op. cit., p. 1144; Wormser, The- 
ory and Practice of Estate Planning, Section 
13,. p. 82. 





SUMMARY OF RECENT NEW YORK TAX LEGISLATION 


The most important tax legislation enacted was: 


(1) Reduction in the personal income and capital gains tax by fifty per 
But modification by the ten per cent increase for the veterans’ bonus makes 


cent. 
this a net reduction of forty per cent. 


(2) Continuation of the three per cent unincorporated business tax for 


another year. 


Act. 


(3) Comprehensive amendments to the Business Corporation Franchise Tax 





(4) Authorization of the City of New York to double the gross receipts 
tax on ordinary businesses and financial businesses. 


(5) Extension of the scope of the local tax enabling act to allow cities of 


over 25,000 population to pass special taxes. 

Many upstate cities do not wish to levy taxes under the local tax enabling 
act and have had laws passed at the recent session authorizing them to exclude 
from the constitutional tax limitation all or a part, as the case may be, of the 
public school tax in such city for the next fiscal year in order to raise sufficient 


funds to meet school needs without imposing special taxes under the local tax 
enabling act. 





Wills 
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APPELLATE AND LOWER COURTS 


Estate tax: Valuation of closely held 
stock: Failure to apply blockage rule.—De- 
cedent held 400 shares of stock in a close 
corporation, whose stock was owned pri- 
marily by three families which had con- 
trolled the corporation for over 100 years. 
The executor returned the stock at $120 
a share and the Commissioner, basing his 
value upon a capitalization of earnings of 
$40 a share, assessed a deficiency based 
upon a valuation of $180 a share. The 
stock was valued by the Tax Court at $150 
a share. With the company sound in all 
respects and having an excellent dividend 
and earnings record, a sale of stock near 
the valuation date for $144 a share was 
considered by the Tax Court as offering a 
better indication of value than a forced sale 
at $120 a share and other isolated sales at 
$180 a share. Although the Tax Court’s 
failure to apply the blockage rule in valuing 
the stock was questioned on appeal, that 
court’s decision nevertheless was affirmed 
on the facts, which were regarded as fur- 
nishing a reasonable basis for its conclusion. 
—CCA-3. Estate of Warren H. Poley, Emily 
C. P. Longstreth, Executrix, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 48-1 ustc J 10,607. 


Estate tax: Insurance trust: Contem- 
plation of death: Effect of will—Decedent, 
who died in 1940, transferred insurance 
policies on his life in trust in 1935. Prior 
to the transfer, the policies were payable to 
decedent’s executors, administrators or as- 
signs. His wife and daughter were named 
as successive life beneficiaries of the trust. 
Upon the death of the survivor, the prin- 
cipal was distributable to decedent’s issue. 
The trustees were authorized to purchase 
property of decedent’s estate and make 
loans to the executors or administrators. 
They were also authorized to cash in the 
policies and collect any dividends. Four 
years after creating the trust, decedent 


made a will providing for distribution of his 
residuary estate to the same beneficiaries 
as those who were to benefit from the in- 
surance trust. It was held that the insurance 
is not taxable under either Code Sec- 
tion 811 (c) or 811 (g). Under applicable 
Florida law, the insurance would have 
gone to decedent’s wife and children free 
from the claims of creditors of the estate, 
even though it had not been assigned.— 
CCA-5. Estate of R. Jay Flick, Deceased, 
Robert I. Ingalls, Jr. and Bankers Trust Com- 
pany, Executors, Petitioners v. Commissioner 
of Internal Revenue, Respondent, 48-1 ustc 
1 10,609. 


Estate tax: Charitable deductions: Power 
to invade corpus for benefit of life tenant. 
—Decedent, by will, transferred property 
in trust for the benefit of his mother for 
life, with the remainder to charity. The 
mother was to be paid $750 a month, which 
was payable out of corpus to the extent 
that the income might prove insufficient to 
meet the charge. In addition, the executors 
and trustees were authorized to invade the 
corpus for the “pleasure, comfort and wel- 
fare” of decedent’s mother, for the purpose 
of providing for the mother “in such man- 
ner as she may desire.” At the time of 
decedent’s death, the mother was eighty- 
five and had adequate independent means 
of support. Nevertheless, the District Court 
sustained the defendant collector’s motion 
to dismiss the suit brought by the represen- 
tatives of decedent to obtain a refund based 
upon the collector’s disallowance of the 
charitable bequests deducted in the return. 
The motion was sustained by the District 
Court upon the ground that the complaint 
did not state a cause of action. On appeal, 
the Circuit Court of Appeals reversed the 
lower court and held that the case should 
be tried upon appropriate issues raised in 
the pleadings. This decision was reached 
in view of the allegations in the complaint 
that the mother’s life expectancy was but 
three years at the time of decedent’s death, 
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that she was worth approximately $100,000 
in her own right, and that her habits of 
living were such that her actual living 
expenses had been considerably less than 
the amount of the monthly bequest—CCA-6. 
Union Planters National Bank, a Trust 
Company and National Bank at Memphis, 
Tennessee and Wilburn K. Noell, a Resident 
Citizen of Memphis, Tennessee, Executors of 
the Estate of William Bate Williams, Appel- 
lants v. Lipe Henslee, Individually, Now Re- 
siding in Davidson County, Tennessee, Col- 
lector of Internal Revenue, District of 
Tennessee, Appellee, 48-1 ustc J 10,610. 


Gift tax: Valuation of closely held stock: 
Sales between relatives: Conflicting expert 
testimony.—Donors made gifts of stock in 
close corporations. The Tax Court’s find- 
ings as to the value of the stock for gift 
tax purposes were upheld on appeal, as such 
findings were supported by substantial evi- 
dence. Although certain sales of the stock 
were made between relatives, the action of 
the Tax Court in considering such sales 
along with others was upheld. The weight 
to be given the sales was a matter of fact 
for the Tax Court to determine, as was also 
the weight to be given to conflicting testi- 
mony as to value by expert witnesses.— 
CCA-9. Victoria L. Cotton, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent. Virginia Caldwell, Petitioner v. Commis- 
sioner of Internal Revenue, Respondent, 48-1 
ustc § 10,611. 


STATE COURTS 


Charitable bequest: “Use within the 
state.”"—Property was bequeathed in trust 
by the decedent to provide scholarships, up 
to $200, in any school, college or university 
approved by the trustee, with the provision 
that the beneficiaries be selected through 
a golf tournament to be held each year in 
San Diego County. The management and 
administration of the trust was also in San 
Diego County. This, however, does not 
bring the trust fund within the scope of the 
inheritance tax exemption of charitable be- 
quests for use within the state since the 
awards made under the terms of the trust 
are available for use outside the state.— 
Calif. In the Matter of the Estate of Harvey 
Fleming, Deceased. Thomas H. Kuchel, Con- 
troller of the State of California, Appellant v. 
First National Trust & Savings Bank of San 
Diego, Executor of the Estate of Harvey 






Interpretations 








Fleming, Deceased, Respondent, CCH INHER- 
ITANCE ESTATE AND Girt TAX REPORTS 
{ 16,234. 


Income: Film “rentals.”—A film corpo- 
ration, having a branch in Georgia engaged 
in the business of marketing films in Geor- 
gia and nearby states, was found to be mak- 
ing sales of certain rights in Georgia. The 
word “rental” as used by the taxpayer in 
this respect was a misnomer. The court 
found that the sales made by the taxpayer 
in Georgia and elsewhere were made through, 
from or by the office of the taxpayer. There- 
fore, the proceeds derived from these sales 
should be included in the sales ratio of the 
three-factor ratio—Ga. Twentieth Century- 
Fox Film Corporation v. G. S. Phillips, Com- 
missioner, CCH Georcia Tax  REports 
q 14-523. 


Collection of tax: Undevised property: 
Contingent interest: Remainder to educa- 
tional institution—Proceeds of a sale of 
property bequeathed to a sister who had 
predeceased the decedent passed to the de- 
cedent’s next of kin as undevised property, 
subject to the decedent’s debts and. the ex- 
pense of administration. Inheritance taxes 
and federal estate taxes are not payable out 
of the proceeds of the sale. Inheritance 
taxes on limited interests are payable out 
of the corpus of the trust, and application 
for refund may be made for repayment of 
any excess tax paid if the remainder interest 
passes at a lower rate of tax—Ky. Louis- 
ville Trust Company, Executor and Trustee 
under the will of William Mann, Deceased, 
Appellant v. Lewis A. Walter et al., Appellees, 
CCH INHERITANCE ESTATE AND Girt Tax 
Reports {| 16,236. 


Deductions: Cost of repairs to real prop- 
erty without the state.—The cost of repairs 
to real property which were ordered and 
apparently completed during the decedent’s 
lifetime, but which were paid for by the 
executor, was held deductible for estate tax 
purposes, even though the property was lo- 
cated without the state. The repairs were 
not of such a nature as to be chargeable 
against the property and thus to diminish 
the value of the decedent’s interest. There- 
fore, the statutory requirements for disal- 
lowance of the deduction were not met.— 
N. Y. In the Matter of the Appraisal of the 
Estate of Emily Morris Gallatin, Deceased, 
CCH INHERITANCE EstTATeE AND Girt Tax 
Reports ¥ 16,241. 


THE WITHHOLDING SYSTEM NEEDS REVISION 
Continued from page 443 


benefit in other ways. When the tax bur- 
den reaches a high mark, as has been the 
case the last few years, special attempts 
are made by the dishonest to evade their 
tax obligations, This tendency can only 
increase when one taxpayer claims that 
because another employs methods whereby 
tax is greatly reduced, he too is entitled to 
employ the same or other methods. In 
addition to practicing such methods, em- 
ployers have been found to use for their 
own purposes the tax funds which they 
have withheld from their employees for 
the account of the government. 

It should be stressed that any tax not 
collected from those crooks must be made 
up by the honest and conscientious tax- 
payers. That certainly is unfair. The 
government, therefore, has the responsi- 
bility to do all in its power to make the 
unscrupulous taxpayers pay the taxes prop- 
erly due from them. The solution lies in 
the examination of all business and other 
returns filed. The minimum action should 
be a review of every return. Any other 
course will merely give comfort to the tax 
chiselers. And to allow the burden of 
taxation to be shifted, would be to take 
advantage of the honest citizens who do 
not engage in sharp practices and who de- 
mand protection from such a state of affairs. 


Conclusion 


The proposed system calling for a single 
effective rate of withholding tax on income 
at various brackets would be adaptable to 
later changes whether tax requirements are 
increased or decreased. For instance, it 
may be decided at a later date to establish 
a system of national health or education. 
To meet the appropriations for any new 
program such as national health insurance, 
adjustment could be made in the social 
security tax rate, or perhaps one per cent 
could be added to the withholding rates to 
obtain the funds from the taxpayers, since 
such matters would be directly related to 
the people and could easily be assigned 
to the tax obligations of the individual 
taxpayers. On the other hand, it would 
be just as simple to reduce the withholding 
rate in case there is a reduced need for 
tax revenue. 

For the employer, the proposed system 
would not necessitate much extra work, 
ifany. He now performs certain operations 


in connection with his payroll to meet the 
requirements of the law for the social 
security and withholding tax reports and 
the preparation of withholding statements 
for the individual employees. The only 
extra work involved will occur when those 
who now are excluded by law, such as 
employers of agricultural labor or domestic 
servants, are added to the system. But the 
latter disadvantage would be more than 
overcome by the relief to the employees and 
by the other advantages. 

The benefits of the proposed system can 
be summarized as follows: 

1. Perhaps more than 30,000,000 tax- 
payers could be excused from the filing of 
tax returns each year. Returns would be 
required for only eleven per cent of the 
aggregate income reported by those having 
adjusted gross income under $5,000. 

2. The benefited taxpayers would be 
relieved of the worries caused by such 
matters as taxable income, deductions, ex- 
emptions and dependents, credits against 
tax and other problems, and would no longer 
have to seek and pay for assistance in the 
preparation and filing of tax returns each year. 

3. Funds totaling a billion dollars, more 
or less, representing excess withholdings 
would not be taken from taxpayers in 
error to be refunded many months later 
with six per cent interest, at great incon- 
venience to taxpayers as well as at a high 
price for the temporary use of their money. 

4. Completely covered by the proposed 
system, representing those having adjusted 
gross income under $5,000, would be ninety- 
eight per cent of all those reporting only 
salaries or wages, ninety-four per cent of 
all those reporting only dividends and/or 
interest, and ninety per cent of all those 
reporting a combination of salaries or 
wages and dividends and interest. 

5. No income subject to withholding 
would escape taxation, and as high as 
eighty-nine per cent of the aggregate income 
reported by those having adjusted gross 
income under $5,000 would be subject to 
withholding. For all other income not 
subject to withholding, information re- 
turns would be required for payments over 
$100 during the taxable year. 

6. The work of the government would 
be greatly reduced by the elimination of 
more than 30,000,000 tax returns each year, 
effecting great savings in costs for salaries, 
materials, shipping and facilities. 
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7. The government would be enabled 
to give full attention to the examination 
of all other filed tax returns, thereby ob- 
taining all the taxes properly due from the 
tax evaders and chiselers. 

8. By means of a single effective rate 
to be applied to earnings and income, the 
withholding procedure would be a simple 
matter. With respect to salaries and wages, 
sixty-three per cent of the employees had 
only one employer during the year, and 
an additional twenty-three per cent had 
only two employers during the year. 

9. The system of withholding taxes 
could be expanded by means of a graduated 
scale of rates to include all levels of income 


over $5,000, 





Other recommendations are summarized 
as follows: 

1. Correlation between the social secur- 
ity and income tax systems, whereby the 
social security tax base is increased to 
$5,000 and only one report is filed to cover 
both withholdings. 

2. Creation of only one social security 
system extended to cover every citizen on 
a uniform basis, and with old-age benefits 
increased to an amount that will assure 
comfortable living. 

3. Greater effort to obtain the full 
amount of tax from the tax chiselers so 
that the burden of taxation is not shifted 
to the honest and to low-income taxpayers. 


[The End] 


TAX BRIEFS—Continued from page 453 





Tax-Exempt Stock Dividends to Benefici- 
ary. A tax-exempt stock dividend to a 
beneficiary under a trust remains free of 
tax. Letter dated December 18, 1947, by 
Deputy Commissioner E. I, McLarney. 


Drilling and Filling Expenses Not Capital 
Investment. Drilling and filling expenses 
are permitted as fully deductible business 
or repair expenses when the work does not 
involve constructing something new but is 
necessitated in order to avoid a catastrophe. 
American Bemberg Corporation [CCH Dec. 
16,268], 10 TC —, No. 45. 


Seventy-five Per Cent Rule and Section 
722. Where excess profits tax relief under 
Code Section 722 is less than the credit 
resulting from the application of the seven- 
ty-five per cent rule to the poorest actual 
earnings year of the base period (1936- 
1939), the taxpayer is not entitled to relief 
under both Section 722 and the seventy-five 
per cent rule. Dowd-Feder, Inc. [CCH Dec. 
16,266], 10 TC —, No. 42. 


Installment Sales for Excess Profits 
Credit. A corporation on the installment 
basis may include in its equity-invested cap- 
ital to compute its excess profits credit only 
that portion of installment payments which 
it has received and on which it has paid in- 
come taxes. South Texas Lumber Company 
[48-1 ustc 7 5922], S. Ct., March 29, 1948; 
rev’g [47-2 ustc § 5912] 162 F. (2d) 866 
(CCA-5). 


Personal Service Corporation. Where in- 
ventory and other capital are needed to 
carry on a small hosiery-manufacturing cor- 


poration, the corporation does not enjoy the 
status and the valuable excess profits tax 
exemption of a personal service corporation, 
even though most of its income is derived 
from selling on commission. Gus Grissman 
Company, Inc. [CCH Dec. 16,308], 10 TC —, 


‘No. 64. 


A flying school is not exempt from excess 
profits taxes as a personal service corpora- 
tion when its capital investment is a ma- 
terial income-producing factor. Graham 
Flying Service [48-1 ustc $5921], CCA-8; 
aff’'g [CCH Dec. 15,674] 8 TC 557. 


Abnormal Income (Section 721). It is 
not fatal to an excess profits tax refund 
claim that under Section 721 a taxpayer 
allocates to earlier years abnormal income 
resulting from the development of patents 
and process, though it cannot distinguish 
accurately income attributable to manage- 
ment, salesmanship, good will and the use 
of physical assets from income arising from 
the development of the patents and proc- 
esses. Ramsey Accessories Manufacturing 
Corporation [CCH Dec. 16,303], 10 TC —, 
No. 62. 


Gifts for Education. Gifts in trust for 
the education of children may be future 
gifts. When they are such, they are not 
excludable for gift tax purposes to the ex- 
tent of $3,000 per year per donee if the 
financial requirements of the children were 
not forseeable at the time of the gift and 
the children could not enjoy the gifts pres- 
ently. Charles W. Nichols [CCH Dec. 16,289 
(M)], 7 TCM —. 
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Withholding System 





State Tax Calendar 


ALABAMA 
June 1 
Automobile dealers’ report due. 


June 10—— 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


June 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax second installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


June 20—— 


Automobile dealers’ report due. 

Coal and iron ore mining tax report 
and payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Jasper occupation tax return and pay- 
ment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 
June 1 
Corporations’ annual registration fee and 
report due. 
June 5 
Alcoholic beverages licensees’ report due. 


First Monday: 


Railroad, telegraph and telephone com- 
panies’ report due. 
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June 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
June 15—— 
Gross income report and payment due. 
Income tax second installment due. 
June 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
June 25—— 


Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 
June 10—— 


Alcoholic beverages report due. 

Motor fuel carriers’ report due. 

Statement of purchases of 
resources. 


June 20—— 


Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


June 25—— 


Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


natural 


CALIFORNIA 
June 1 
Common carriers’ distilled spirits tax 


report and payment due. 
Gasoline tax report and payment due. 


June 15—— 


Beer and wine report and tax due. 

Common carriers’ report of alcoholic 
beverages imported due. 

Distilled spirits report and tax due. 

Use fuel tax report and tax due. 


June 20—— 


Motor carriers’ gross receipts report and 
tax due. 
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COLORADO 


June 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 


June 10—— 
Motor carriers’ report due. 


June 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
June 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
June 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 


June 1 
Gasoline tax due. 


June 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 
Railroad and street railway tax semi- 
annual installment due. 


June 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 


June 1 
Chain store tax report and payment due. 
Express, telegraph and telephone com- 
panies’ report due. 
Manufacturers’ license tax report and 
payment due. 


Merchants’ license tax report and pay- 
ment due. 


First Monday: 


Steam, gas and electric companies’ tax 
due. 


June 15—— 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


June 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


State Tax Calendar 


DISTRICT OF COLUMBIA 
June 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


June 15—— 
Beer tax due. 


June 25—— 
Gasoline tax report and payment due. 


FLORIDA 
June 1 


Auto transportation companies’ report 
and tax due. 
June 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Manufacturers’ and dealers’ alcoholic 
beverages report and tax due. 


June 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


June 25—— 
Gasoline sales tax and storage tax report 
and payment due. 


Oil and gas production tax report and 
payment due. 


GEORGIA 
June 10—— 


Cigar and cigarette wholesale dealers’ 
report due. 





Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


June 15—— 
Income tax second installment due. 
Malt beverage tax report due. 


June 20—— 


Gasoline tax report and payment due. 


IDAHO 
June 1 
Ore severance tax due. 


June 15—— 

Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ 
report due. 

Electric power companies’ 
tax due. 

Gasoline tax report and payment due. 

Motor carriers’ gross receipts tax 
quarterly installment due. 


June 20—— 
Property tax 
delinquent. 


June 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


drop. shipment 


report and 


semiannual installment 


ILLINOIS 
June 1 

Bank share tax due (last day). 

Personal property tax return and pay- 
ment due (last day). 

Private car lines’ property tax semiannual 
installment due. 

Real property tax semiannual installment 
due. 


June 10— 
Motor carriers’ mileage tax report and 
payment due. 


June 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
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Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 


June 20—— 
Gasoline tax report and payment due. 


June 30—— 
Gasoline transporters’ tax report due. 


INDIANA 
June 1—— 
Alcoholic vinous beverage tax due. 


June 10—— 
Cigarette distributors’ interstate business 
report due. 


June 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment 
report due. 
Use fuel tax report and payment due. 


June 20—— 
Bank and trust companies’ 
tax report due. 
Bank and trust companies’ 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


June 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers use fuel tax report and 
payment due. 


intangibles 


share tax 


IOWA 
First Monday—— 
Freight line and equipment companies’ 
property tax report due. 


June 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report 
and payment due. 


June 20—— 
Gasoline tax report and payment due. 


June 30—— 
Cigarette distributors’ and wholesalers’ 
license fee due. 


KANSAS 
June 10—— 
Malt beverage report due. 


June 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax 
report and payment due. 
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June 20-— 
Bank share tax second installment due. 
Property tax second installment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 


June 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
June 1 
Louisville gross receipts tax return and 
payment due. 


June 10— 
Amusement and 
and tax due. 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ 

report due. 


June 15— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


June 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


June 30—— 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Domestic and _ foreign corporations’ 
annual statement of process agent due. 
Foreign corporations’ statement of exist- 
ence due. 


entertainment report 


gasoline tax 


LOUISIANA 
June 1 
Soft drinks tax report due. 
Tobacco tax report due. 


June 10 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


June 15 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 

Foreign corporations having no office in 
Louisiana, income tax return and pay- 
ment due. 

Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 


State Tax Calendar 





Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax and report due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment due. 


MAINE 
June 1 
Franchise tax report due. 
Telephone and telegraph companies’ tax 
due. 


June 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 


June 15—— 
Railroad and street railroad tax install- 
ment due. 


Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 


MARYLAND 
June 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


June 15—— 
Sales and use tax report and payment 
due. 


June 30—— 
Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 


June 1 
Bank net income tax due. 
Insurance company premiums tax due 
(last day). 
Public utility companies’ tax due. 





Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


June 20—— 
Cigarette tax report and payment due. 


June 9... ' 
Motor fuel tax report and payment due. 


MICHIGAN 
June 5—— 


Carriers’ gasoline statement due. 


First Monday: 


Property tax return due (last day). 


June 10—— 
Common and 
and fee due. 


June 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


June 20—— 
Cigarette report and tax due. 
Diesel fuel users’ report and payment 
due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 
June 30—— 
Cigarette distributors’ license expires. 


Property vested in Michigan by escheat, 
report due. 


contract carriers’ report 


MINNESOTA 
June 1 
Annuity income tax due. 


June 10— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
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June 14— 


Iron severance tax due (last day). 
Taconite tax due (last day). 


June 15—— 
Income tax (over $30) second installment 
due. 


Interstate motor carriers’ mileage tax 
due. 


June 20—— 
Cigarette tax and report due. 


June 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


June 30—— 


Cigarette distributors’ and sub-jobbers’ 
licenses expire. 


MISSISSIPPI 
June 1 


Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph 
and telephone companies’ report due. 


June 5—— 
Factories’ report due. 


June 10—— 
Admissions tax report and payment due. 


June 15—— 

Carriers’ gasoline tax report and pay- 
ment due. 

Income tax second installment due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


June 20—— 
Gasoline distributors’, refiners’, and 
processors’ report and payment due. 


June 25—— 
Oil severance tax and report due. 


MISSOURI 
June 1 
Bank excise (income) tax report and 
payment due. 
Bank share tax report and payment due. 
Intangibles tax delinquent. 
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June 5— 


Nonintoxicating beer permittees’ report 
due. 


June 10— 
Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


June 15— 
Alcoholic beverage sales report due. 


June 25—— 
Use fuel tax report and payment due. 


June 30— 

Gasoline distributors’ 
ment due. 

Income tax second installment due. 

Kansas City merchant and manufacturer 
license expires. 

Soft drinks manufacturers’ report and 
payment due. 


report and pay- 


MONTANA 
June 1 


Moving picture theatre licenses issued 
and tax due. 


June 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Income (corporation license) tax due. 


June 20— 


Producers, transporters, dealers and 
refiners of crude petroleum, report due. 


NEBRASKA 
June 10—— 


Cigarette distributors’ report due. 


June 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
June 1 


Mine owners’ annual report due. 


First Monday—— 
Property tax quarterly installment due. 


June 10—— 


Liquor report by out-of-state vendors 
due. 
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June 15—— 


Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


June 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
June 10—— 


Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverages report due; 
wholesalers’ payment due. 


June 15—— 

Use fuel tax report and payment due. 
June 30—— 

Motor fuel report and tax due. 


NEW JERSEY 
June 1—— 


Bank share tax semiannual installment 
due. 

Insurance companies’ 
premiums tax due. 


June 10—— 


Busses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 
and tax due. 


June 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


June 25—— 


(except marine) 


Busses (municipal) gross receipts report 
and tax due. 


June 30—— 


Carriers’ gasoline tax report due. 
Distributors’ gasoline report and pay- 
ment due. 
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NEW MEXICO 
June 15—— 


Occupational gross income tax report 
and payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


June 20—— 


Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


June 25—— 


Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


NEW YORK 
June 15—— 
New York City gross receipts tax return 
and payment due. 
June 20—— 
Alcoholic beverage tax and report due. 


June 25—— 


Conduit companies’ tax and report due. 

New York City public utility excise re- 
turn and payment due. 

Public utilities’ additional tax and return 
due. 


June 30—— 


Gasoline tax report and payment due. 


NORTH CAROLINA 
June 1 


Chain store tax due. 
License tax due. 


June 10—— 


Carriers’ gasoline tax report and payment 
due. 

Distributors and bottlers of unfortified 
wines, report and payment due. 

Railroads’ alcoholic beverage report due. 
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June 15—— 


Income tax second installment due. 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 
June 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due, 


NORTH DAKOTA 


June 10—— 
Cigarette distributors’ report due. 


June 15—— 


Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax second installment due. 
Interstate motor carriers’ tax due. 


June 25—— 
Use fuel tax report and payment due. 


OHIO 


June 10—— 
Cigarette wholesalers’ report due. 


Class “A” and “B” permittees’ alcoholic 
beverage report due. 


June 15—— 
Cigarette use tax and report due. 
Toledo estimated income tax second 


installment due; amended tax declara- 
tion due. 


June 20—— 


Dealers’ gasoline tax report due. 
Real and public utility property tax semi- 
annual installment due. 


June 30—— 


Carriers’ gasoline tax report duc. 
Gasoline tax due. 


OKLAHOMA 


June 5—— 


Operators’ report of mines other than 
coal mines due. 


June 10—— 
Airports’ gross .receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and 
vending machine owners’ report due. 
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June 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax second installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


June 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 


of imported gasoline, tax report and 
payment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


June 30-—— 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
June 10— 


Oil production tax report and payment 
due. 


June 15—— 
Butterfat tax due. 


June 20— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


June 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
June 10—— 


Importers of spirituous 
liquors, report due. 

Malt beverage report due. 

Soft drinks tax report due. 


June 15—— 


Employers’ return of tax withheld at 
the source under Philadelphia income 
tax due. 

Manufacturers’ alcoholic beverage tax 
report and payment due. 

Philadelphia income tax second install- 
ment due. 


June 30-—— 


and vinous 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 
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RHODE ISLAND 
June 10—— 


Manufacturers’ alcoholic beverage report 
due. 


June 15—— 

Gasoline tax report and payment due. 
June 20—— 

Sales and use tax return and payment due. 


SOUTH CAROLINA 
June 1 


Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


June 10—— 


Admissions tax report and payment due. 

Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage 
sales and additional tax due. 

Power tax return and payment 
(last day). 


due 


June 15—— 


Income tax second installment due. 


June 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
June 1 
Express companies’ report due. 
Motor carriers of passengers, tax due. 
Railroad, telegraph and telephone, sleep- 
ing car, light, power, heating, water 
and gas companies’ property tax return 
due. 


June 10—— 


Interstate motor carriers’ report and tax 
due. 


June 15—— 


Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 


June 20—— 
Passenger mileage tax due. 


June 30—— 


Dealers’ gasoline tax report due. 
Property tax return due (last day). 
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TENNESSEE 
June 1 
Chain store tax due. 


June 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


June 15—— 


Carriers of use fuel, report due. 
Users of fuel, report due. 


June 20—— 


Distributors’ gasoline 
payment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 
due. 

Sales and use tax report and payment 
due. 


tax report and 


TEXAS 
June 15—— 


Oleomargarine 
due. 


dealers’ report and tax 


June 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel, 
tax report and payment due. 


June 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres, tax report 
and payment due. 


June 30—— 


Oil production tax report and payment 
due. 


Property tax second installment due. 


UTAH 
June 1 


Mining occupation tax due. 


June 10— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


June 15—— 

Excise (income) tax second installment due. 
Use fuel tax report and payment due. 

June 25—— 


Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
June 30—— 


Cigarette license expires. 


VERMONT 
June 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
June 15— 


Corporation income tax second installment 
due. 
Electric light and power companies’ re- 
port and tax due. 
Personal income tax second installment 
due. 
June 30—— 


Gasoline tax report and payment due. 


VIRGINIA 
June 1 
Banks’ share tax due. 
Corporation income tax due. 
June 10—— 


Beer dealers’, bottlers’ and and manufac- 
turers’ report due. 
Warehousemen’s tobacco tax due. 
June 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 
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WASHINGTON 
June 10— 


Brewers and manufacturers of malt prod- 
ucts, report due. 


June 15— 


Butter substitutes report and payment due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


June 20—— 
Use fuel tax report and payment due. 


June 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
June 1 


Beer license application and fee due. 
June 10— 


Alcoholic beverage tax report and pay- 
ment due. 


June 15— 


Cigarette use tax report and payment due. 
Sales tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 
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WISCONSIN 
June 10—— 


Alcoholic beverage tax report due. 


Cigarette wholesalers’ and manufacturers’ 
report due. 


June 20—— 
Gasoline tax report and payment due. 


June 25—— 


Railroad, telegraph, sleeping car and ex- 
press companies’ property tax first in- 
stallment due. 


June 30—— 
Bus registration due (last day). 


Electric cooperative associations’ tax due. 
Motor carriers’ permit fee due. 


WYOMING 
June 10—— 


Carriers’ gasoline tax report due. 


June 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 





Revenue Act of 1948 
Tax Reduction Helps . . . 


1 REVENUE ACT OF 1948—With Explanation 

4 Full official text of the Act, new withholding tax tables, tax rate tables, and 
an authoritative, plainly written explanation. 96 pages, paper cover, size 6” x 9”. 
Price: $1 a copy (10 copies, $7; 25, $16; 50, $29).* 


NEW PROVISIONS—Revenue Act of 1948 
A well-rounded explanatory text, new withholding tax tables, tax rate tables 
—but not including the official text of the law. 64 pages, paper cover, size 
334” x 7”. Price: $1 a copy; (10 copies, $7; 25, $13; 50, $20).* 


3 1948 PAYROLL WITHHOLDING TAX TABLES 

* The new official tables for Weekly, Bi-weekly, Semi-monthly, Monthly, 
Daily payroll periods. Each table is set in large type on two facing pages; con- 
venient for payroll department use. Includes explanation of the new withhold- 
ing rules. 16 pages, paper cover, size 814” x 11”. Price: $1 a copy; (10 copies, $7; 
25, $15; 50, $24).* 


4 “TAKE HOME” PAY INCREASE BY TAX REDUCTION 

« A series of five folders; each contains a plainly written explanation and one 
of the following tables: Weekly, Bi-weekly, Semi-monthly, Monthly, Daily. 
Distribution to employees saves time in answering questions on new withhold- 
ing rates and rules. 6 pages, size 374” x 914”. Price: 10 copies of one style for 
$1 (minimum order); (25 copies, $2; 50, $3; 100, $5; 250, $10; 500, $18).* 


*Larger quantities quoted on request. See form below. 
COMMERCE) CLEARING; HOUSE; ING,, 
- SS ARRAS. RE AE SRR] 
PUBLISHERS OF TOPICAL LAW REPORTS 
(Standard Federal Tax Reports, Federal Tax Guide Reports, Payroll Tax Guide, and Current Law Handy- 
book Plan subscribers received items 1, 3, and 4 automatically and should order only for extra copies.) 
-_ -  —_—_- - l e- hl Ke he hc CU s«C6FFILL OUIN, DETACH AND MAIL 


Commerce Clearing House, Inc. 


214 N. Michigan Ave., Chicago 1, Ill. RUSH ORDER FORM 


Send promptly for our own use or distribution and not for resale—CCH Tax Helps at prices 
quoted, as indicated below. 


(1) copies ACT—With Explanation. 
(2) copies NEW PROVISIONS (no law text). 
(3) copies WITHHOLDING TABLES. 


(4) “TAKE HOME” PAY FOLDERS: (10-copy minimum for each period selected) —.................. folder 
W (Weekly); . folder B (Bi-Weekly); —................ folder § (Semi-Monthly); -.................. 
folder M (Monthly) ; folder D (Daily) 


{ ] Also quote us on larger quantities, with our own imprint, or yours, for numbered items 
encircled here: 1 


SIGNATURE 
FIRM 
ATTENTION . 
STREET & NUMBER ................... 


CITY & ZONE 





Federal Tax Calendar 


June 10— 
Employers who withheld more than $100 
in income tax from wages during the 


previous month pay amounts withheld 
to authorized depositary. 


Jure 15— 


Due date of quarterly payments for 1947 
income taxes by corporations, estates 
and trusts on a calendar year basis. 


Payment date of one quarter of 1948 esti- 
mated tax on declarations made by in- 
dividuals on or before March 15. If the 
due date of the first declaration is June 
15, payment of one third of the esti- 
mated tax is due. 


Return of stamp account by _ brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Last day to file income tax returns of 
nonresident alien individuals and non- 
resident foreign corporations for calendar 


vear 1947, 


Due date, by general extension, of returns 
for year ending December 31 in the 
case of (1) foreign partnerships; (2) 
foreign corporations which maintain 
an office or place of business in the 
United States; (3) domestic corpora- 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American 


citizens residing or traveling abroad, 
including persons in the military or 
naval service on duty outside the 
United States. Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
January 31 in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for May. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


Payment date of tax withheld at source 
under Code Section 143 (tax-free covenant 
bonds and nonresident aliens) and 144 
(nonresident foreign corporations) for 
calendar year 1947, 


June 30—— 


Returns for excise taxes due for May 
Forms 726, 727, 728, 728(a), 729, 932. 





Keefr Your Copies tn Hite 


“We find TAXES to be such a valuable 

*x source of lasting reference material that & 
we wish to take advantage of this excel- 
lent plan for library filing.” —C.P.A., Wyo. 


You can always find that important article you 
need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 


removed. Handsome, durable black covers, 


gold stamped: TAXES—The Tax Magazine. 


Window label shows contents by year. 


Price $2 Each 
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